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ABSTRACT 

The thesis analyses comparatively the tax treatment of 
business income in France, the United States, Canada, and 
the Philippines. 

The work is divided into six parts, as follows: I. 
Introduction; II. Business Income: Tax Consequences and 
Meaning; III. Deductions; IV. Depreciation and Amor tiza- 
tions; V. Net Loss from Operations; and, VI. Analysis and 
Conclusion. 

The Introduction discusses the importance of the 
thesis. It also explains why France, the United States, 
Canada, and the Philippines were selected as the prime 
specimens of the comparative analysis. In this regard, 
both economic and legal reasons were cited. 

In connection with Business Income: Tax Consequences 
and Meaning, the discussion covered the following: 1) the 
various classes of taxpayers earning business income and 
the rules appertaining to them; 2) the meaning of gross 
income from business; 3) the distinctions between gross 
income from business and income from other categories; 4) 
the taxability of special receipts; and, 5) the concept of 
net income. 

With respect to Deductions, the following were discussed: 


1) the deductions available depending upon the status of 
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iv 
the taxpayer; 2) the general limitations and requirements 
necessary to qualify expense and loss items for deduction 
in computing gross business income; and 3) the specific 
deductible and non-deductible items. 

Regarding Depreciation and Amortization, both legal 
and accounting concepts were discussed in order to present 
a complete picture of the various modes by which capital 
assets are depreciated and amortized in the countries 
under comparative analysis. 

As to Net Loss from Operations, the work delves into 
thewdeductibiltty of the over—all loss of a taxpayer in”a 
taxation year and the concepts of loss carry-forward and 
loss carry-backward. 

The last part, Analysis and Conclusion, summarizes the 
work, points out the previously discussed similarities and 
divergence in tax concepts among the countries under 
comparative analysis, and, on the basis of economic and 
legal principles, submits specific suggestions and 
recommendations to improve the tax treatment of business 
income in France, the United States, Canada, and the 


Philippines. 
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baelNTRODUCTION 

In this modern age of space satellites and guided 
missiles, more and more persons of divergent nationali- 
ties agree to trade and engage in commerce. In the 
process of deciding whether or not one should embark on 
a business venture in a particular country, the aspect 
of income taxation is always considered. There is, there- 
fore, a need for tax lawyers to possess a working know- 
ledge of the tax treatment of business income, in numerous, 
it Ob anal Lonations.. 

This thesis is a comparative analysis of the tax 
treatment of business income in France, the United States, + 
Canada, and the Philippines. 

Let us now discuss the salient features that led to 
the choosing of the nations mentioned as:the prime specimens 
of this comparative analysis. 

FRANCE 

France is well geographically situated in continental 
Europe and is a member of the European Common Market. It 
is an industrialized country under a civil law system. 

Its tax rules are based on a code systematically arranged 
and is not a mere compilation of general principles. 
Every aspect of taxation is covered in detail by legislation. 


Courts do not formulate rules but are simply required to 
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apply the provisions of the Code toi factual situations. 
Judicial interpretations of codal provisions are only resor- 
ted to in cases of ambiguity. 

The rules regarding income taxation are found in the 
Code eeneral des Impots,* court decisions interpreting or 
applying the provisions of the same, and administrative 
decrees having the force of law. 

UNITED STATES 
The United States is located in North America. It is, 

presently, considered the most industrialized nation in 
existence. Although it is a common law country, its federal 
tax rules are codified in a systematic manner. Its Internal 
Revenue Code is so detailed and is also designed to cover 
all facets of taxation. As in France, the courts simply 
apply the legal provisions to controversies that arise and 
rarely formulate rules. 

The tax rules are found in the Internal Revenue Code 
of 1954, as amended; treasury regulations, administrative 
rulings, and judicial decisions applying or interpreting 
eke Cree tebhwtstsls 

The United States tax structure is different from 
France. In the U.S., income is not categoried into various 
classes. Moreover, with respect to the taxation of indivi- 


duals, the main criterion for the determination of liability 
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is citizenship. The concept of residence is utilized only 
with respect to aliens. In the case of corporations, the 
important factors are the "place of incorporation" and 
whether they are domestic or foreign. All of these will be 
discussed later. 

PHILIPPINES 


The Philippines is a developing country with a bounti- 


ful supply of mineral resources. It is located in the cen- 
GoteOm cOUbRCocteActa sult sis a Civils law nation utilizing 
American common law tax concepts. Subject to certain ex- 


ceptions linked with its civil law background, there is 
almost no difference between the U.S. and the Philippine 
tax systems. 

The Philippine rules on taxation are found in the Na- 
tional Internal Revenue Code of 1939, as amended,* revenue 
regulations, administrative rulings, and court decisions. 
It should be noted that decisions of judicial authorities 
in U.S. interpreting similarly worded tax provisions are 
given much weight by Philippine Courts. 

CANADA 

Canada is a wealthy developing nation. It is a common 
law country strategically situated in the North American 
continent. Its tax system is basically identical to that of 


England. The Canadian Income Tax Act’ is different in that it 
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4 
is not comprehensively arranged to cover the various details 


OlwtaxatiOn-ea fteicesimply a compilation of general principles. 
The courts usually’ provide’ the particulars necessary for the 
proper implementation Of the ITA. In this regard, Canada 
relies heavily on English jurisprudence © However, U.S. ju- 
dicial decisions are also considered in connection with the 
interpretation of statutory provisions adopted from the 
United States.’ 

The Canadian rules on taxation are found in the ITA, 
revenue regulations, administrative adjudications, and case 


law. 
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Ii. BUSINESS INCOME: TAX CONSEQUENCES AND MEANING 

A. PRELIMINARY STATEMENT 

A thorough analysis of business income requires the 
discussion of the following: 1) the business income earned 
by various classes of taxpayers and the rules appertaining 
to them; 2) the meaning of gross income from business; Sy) 
the distinction between gross income from business and in- 
Comegirom otherecategories; 4) the taxability of special 
receipts, and, #5) Pthesconcept lof net sincome:- 
B. TAXPAYERS EARNING BUSINESS INCOME 

Whethes in@kuance, UlSs, —Philippinesvor Canada, ethere 
are generally, three types of taxpayers earning business 
income. They are: 1) individuals as single proprietors; 
2) corporations; and, 3) non-incorporated entities doing 
business. 
1. Business Income and Individuals as Taxpayers 
a) General Discussion 

FRANCE 

Lier Gance ws an biedivardualymaypesubjectstorvarious forma— 
lities, create or purchase a business without incorporating. 
He is, thus, doing business as a sole proprietor (enterprise 
individuelle). Such a proprietor has sole responsibility 
for the business in which he engages and all his assets, 


both business and personal, are subject to being attached 
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to pay his genes 

The individual income tax is levied annually, at pro- 
gressive rates, on taxabhe= income. “Under Article 197-1, 
CGI, thé rates range from 5% for income not exceeding 2, 400 
Francs up to 66.5% for income exceeding 72,000 Francs. 

As will be discussed later, individuals earning income 
that fall under Articles 34 to 36, CGI, are subject to 
business income tax. 

For tax purposes, individuals are classified into resi- 
dents or non-residents. 

Fiscal "residence" (unless specified, "domicile" and 
Wrestoence sale Used in the same Context) “for "tax purposes 
is not necessarily determined by the same tests used to 
ascertain domicile under Articles 102 and 103 of the French 


Crvne codes 


The Civil Code provides that the domicile of 
a Frenchman is the place in which he has his principal es- 
tablishment, and that change of domicile is accomplished by 
the creation of habitation in another place with the inten- 
tion of making it the principal establishment. 

In determining residence for tax purposes, facts out- 
weigh intentions. 

Pecording tO a decisironvor the Conseil d Etat (Council 


Osc rciLey soe Lt March L964, eNO. 55, —S05,"the tax -rules 


governing the determination of the residence of aliens are 
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to be applied in cases involving French citizens. Hence, 
in France, as a general rule, there is no Mecessi ty, to 
distinguish between citizens and aliens in connection with 
residence. 

There are two tests for the determination of residence 
in France. They are i) the "center of interests" test; and, 
DU) thesiprincipal@residence test: 

The "center of interests" test determines the residence 
of an alien by the location of his economic interests. The 
test is described as follows: "An alien who carries on 
economic activities in France will be deemed to have his 
domieide) ine France) if, thosesactivitieseare his) major acti- 
vities and have a character of permanence and stability." 

tic ee welevanvany wlO6S8pmNo.lAG, (547,eathe evidence 
showed that an alien lived in Paris since 1946, rented an 
apartment in 1949, and carried on commercial activity in 
France either personally or through a Lebanese company 
Wiel Lyeundere hase Controles.itewas held thatsheswas,.domi- 
erode na hraices 20Le lucomes tax. purposes. 

If an individual carries out no economic activity in 
Pieice ene 1OCatJOn OL thesmainsportioneof his.wealth-_is 
the criterion for determining the "center of his interests". 
Certainly, there can be no problem in the determination of 


the location of fixed assets or real properties.© The dif- 
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8 
ficuilty is in fixing the location of securities or choses 


whee action./ 


imeC.&. l7 January 1962, No. 49, 391, it was held that 
the physical location of the securities, rather than the 
place from which the portfolio is managed, determines the 
"center of interests". Here, the alien kept his poctiolao 
abroad and managed it from France. The alien was deemed not 
to have his center of interests in France. As a consequence, 
he was not considered as domiciled in France. ‘The same prin- 
Giple was applied in C.E. 9 December 1964, No. 50, 346. 

Lastly, it should be noted that even if another coun- 
try considers an alien as domiciled therein, ane does not 


8 The alien concerned 


CUA -CepLiSe Center Ofuinterests.! test. 
may still be considered as domiciled in France for tax pur~ 
poses. 

Even if the center of a person‘ts economic interest is 
NOL inesreance, sunder Article 164-1, CGI, he will be con- 
sidered as domiciled in France if he has made his DEuncapal 
residence in said country for more than five years. This 
be Elie £puinCipaleresidence" test. 

hep Cringe Os erruaryad 9617 2No,.50,): 457). an alien. arrived 
in France in 1947. After some preliminary stay in a hotel, 


he rented an apartment. From 1948 to 1955, he spent at 


least six months each year in France. It was held that he 
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was domiciled in France at the expiration of the five year 
pesroderconettr ot arriva |. 
UNITED STATES 

The federal income tax is imposed upon individuals and 
computed in accordance with the schedule of progressive 
rates set forth in Section 1, IRC. The rates differ Ty 
application depending on whether the individual is a citizen 
or alien, and upon the taxpayer'"s family status. 

Pursuant to Section l(a), IRC, the rates, subject to 
certain exceptions with respect to non-resident aliens, 
Fange from 20% Lor income not exceeding $2,000 up to 91% of 
$200,000 and over. However, the tax is subject to a maxi- 
mum effective rate limitation of 87%. 

Like France, the income of a sole proprietorship in 
the United States is taxed directly to the individual pro- 
prietor. 

In computing his own taxable income for the year, “the 
proprietor will aggregate proprietorship net income with 
income from all other sources, including the net income 


a Lie nere 


of any other proprietorship which he may own 
DeeemeneemiOscetocethe year, the loss will be considered as 
incurred directly by the proprietor and "will be an offset 


against income received by him from other sources.'"L0 


Unlike France, the main criterion for determining 
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theta Labi ury fOneindividualsin Uses weils (citizenship 


rather than residence. 

Citizens of U.S., wherever resident, are subject to 
tax on their income from all sources whether domestic or 
fone ign seal hus a cecil dence tis note takensintomaccountiin 
Ps eos eel abl iby mcd tLZencemmeThemquestionnor caiti— 
zenship is resolved under the political laws of the United 
pitaLes . 

Residence is only considered for purposes of taxing 
aliens. Section 1.871-1, Revenue Regulations, states: 


"Nonresident alien individual means an 
individual (a) whose residence is not within 
the, Unated States-and (b) whois “not citizen 
of the United States. Any alien living in the 
United States who is not a mere transient is 
a resident of the United States for purposes 
of the income tax. Whether he is a transient 
or not is determined by his intentions with 
regard to his stay. If he lives in the United 
States and has no definite intention as ;:to his 
stay, he is a resident. The best evidence of 
his intention is afforded by the conduct, acts 
and declarations of the alien. The typical 
transient is one who stops for a short time in 
the course of a journey through the United 
States, sometimes performing labor, sometimes 
not, or one who enters the United States in- 
EeCnoLigeonly -COuscop Long enough to carry out 
some purpose, object or plan not involving an 
extended stay. A mere floating intention, in- 
definite as to time, to return to another 
COUNGELYMLOENOLeSULEICLENL) tO Constitute him a 
trans ent 


An alien not falling under the above meaning of "non- 


EBSSUAeTIitte 1S 4 resident abien-. 
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nia, 
In Bowering v. Bowers,!! the taxpayer was born in New- 


foundland. However, he went to school In England where his 
family subsequently lived after disposing of their property 
and house in Newfoundland. At the age of 24, he was assigned 
to the family business in U.S. The taxpayer married an Ame- 
rican, and maintained two houses in Manhatten and Staten Is- 
land. He lived in leased houses for 19 years until he bought 
the last house he was leasing. During a period of 27 years, 
224 years was spent in the U.S. and the rest in England. His 
average continuous stay in U.S., at any one time, was compu- 
ted at a little less than 4 years. On the other hand, his 
average for England was only from 5 to 4 Nonkns we  loahts 
will and baggage declarations, he stated that he was from 
the city of Liverpool and registered himself and his chil- 
dren as British subjects. The Court of Appeals affirmed the 
finding of the Tax Court that the taxpayer was a "resident" 
of U.S. for income tax purposes in accordance with Section 


1.871-1 of the Regulations. 


Tt is settled that residence for purposes of income 


Las ls nou equivalent. to the term domicile. 


iinet v Commissioner,!2 the Court of Appeals said: 
ST omauite yClear thav,= inthe" tax statute before us 
(Sec. 116(a) dealing with exclusion of earned income from 


taxable income of American citizens bona fide residents 
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abroad) residence is used in the limited sense as contras- 
ted, rather than synonymous, with domicile." The same 
Court, in Commissioner v. Swent,l3 stated: "' Residence' 
Simply requires bodily presence as an inhabitant in a 
given place, while 'domicile' requires bodily presence in 
that place and also intention to make it one's domicile. " 
Once "residence 1s established, it is a uniform rule 
in U.S., that short pleasure or business trips back to the 
taxpayer sceOwn Country .do not interrupt such residence.!4 
PHP Paw ES 

There is no difference with respect to the concept of 
a single proprietorship in the Philippines, the United 
Seedveeomonodwnralce. 

The income tax imposed on the individual proprietor is 
computed in accordance with the schedule of progressive 
rates provided in Section 21, NIRC. The rates, subject to 
certain exceptions with respect to non-resident aliens, 
range from 3% for income not over #2,000 up to 70% of in- 
come over #500,000. 

LieiMaLa Critersonstor determining the tax liability 
of individuals in the Philippines is the same as that in 
the United States. The emphasis is on citizenship rather 
than residence. The citizenship of a person is ascertained 


in accordance with the Philippine Constitution. 
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The concept of residence is only utilized for the pur- 
peserorerixing the tax liability of aliens. Section 84(e), 
NIRC, defines the term "resident" as "an individual whose 
residence is within the Philippines and who is not a citizen 
thereof”, and a "non-resident" as an “individual whose resi- 
dence is not within the Philippines and who is not a citizen 
thereof”. 

Section 5, Income Tax Regulations, provides: 


"An alien actually present in the Philippines who 
is not a mere transient or sojourner is a resident 
of the Philippines for purposes of the income tax. 
Whether he is a transient or not is determined by 
his intentions with regard to the length and nature 
of his stay. A mere floating intention indefinite 
as to®time, to return to another -counsry/is -not 
Stirrieci1ent  LOnCONStitute him a transient. Ii he 
lives in the Philippines and has no definite inten- 
tion as to his stay he is a resident. One who 
comes to the Philippines for a definite purpose 
which in its nature may be promptly accomplished, 
and to that end the alien makes his home tempora- 
rily in the Philippines, he becomes a resident, 
though it may be his intention at all times to 
return to his domicile abroad when the purpose for 
which he came has been consummated or abandoned." 


Section 6 of the Regulations also states: 


"An alien who has acquired residence in the Phi- 
lippines retains his status as a resident until 
he abandons the same and actually departs from 
the Philippines. An intention to change 

his residence does not change his status as a 
resident alien to that of a non-resident alien. 
Thus, an alien who has acquired a residence 

in the Philippines is taxable as a resident for 
the remainder of his stay in the Philippines. 


Philippine Courts have not yet directly made a ruling 
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on "residence" or "non-residence" in relation to income 
taxation. 

Inucollectonri vide Lara,l9 it was held that the term 
"resident" as used in the income tax law has a different 
connotation for purposes of transfer taxes. As to transfer 
taxes, the term is synonymous and in fact interchangeable 
with the term "domicile" This was an estate and inheri- 
tance tax case. It was established that the deceased, 

Hugo Miller, never acquired a house for residential purposes 
in the Philippines. He stayed at the Manila Hotel and la- 
ter on at the Army and Navy Club. Except for occasional 
visits, his wife never stayed in the Philippines. The bulk 
of his savings and properties were in the United States. To 
his home in California, he had been sending souvenirs, such 
as carvings, curious and other similar collections from the 
Philippines and the Far East. In 1940, Miller took out a 
property insurance policy and indicated therein his address 
asovoaices CouZz mmc ain Lonniva,eeilne hastwilljeMpllen’ stated also 
Hiiatiehemwasee Our Sta..:Cruzyn Californial In 1944,- the: de= 
ceased died in the Philippines in the custody of the Japa- 
nese army. In holding that the deceased was not domiciled 
in the Philippines for purposes of determining the estate 
and inheritance tax liability, as dinstinguishe d from the 


meaning of "residence", under Section 5, Income Tax Regula- 
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tions.) the: TaxCourt said: 
"We find this contention without merit. 

Firstly, the aforecited regulation is self- 

Hie Cong esiiimehnallit was intended tol apply to 

income taxes and promulgated to implement the 

income tax law, not the estate and inheritance 

tax law. Secondly, the meaning of the term 

"residence" for purposes of the estate tax 

should be distinguished for its meaning for 

purposes of the personal income taxes.” 

The Supreme Court affirmed the Tax Court on this issue. 

It should be emphasized that the provisions regarding 
the determination of "residence", under the NIRC and the 
Income Tax Regulations, are substantially identical to 
those in the United States. Hence, the persuasive value 
of U.S. Court decisions, in this regard, cannot be disre- 
garded. 

CANADA 

Operating a business under a single proprietorship 
is no different in Canada as compared to France, U.S., and 
the Philippines. 

The income of proprietors (individuals) is taxed at 
rates set forth in Section 32 (1), ITA. The rates range 
from 11% on taxable income less than $1,000 to 80% on tax- 
able income over $400,000. Section 104B, ITA, also requires 
the individual proprietor to pay a social development tax 


for the year equal to the lesser of 2% of his taxable in- 


come as determined under part I, or $120. Section 10 of 
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tiesOlee- gesscourity, RoS.C.. 1952, Chap. 200, .imposes an 
added tax of 4% on investment income from sources outside 
Canacemimmacconcanceswithesection 32 (3) to. (5), ITA. 

As in France, "residence" is the deciding factor in 
Pioseng BEnewtane liability oryan, individuals | "Citizenship ” 
is not considered as significant. 

LovhsrydieGicuit to give a precise definition, of the 
term "resident" under Canadian jurisprudence. The Income 
tose oe GRCOOCSHNOLSGiVesanysdetinitionuaf it. 

Under Section 2, ITA, it is simply provided that an 
income tax shall be paid upon the income of "every person 
resident in Canada at anytime in the year." 

Section 139 (4), ITA, provides that "resident" includes 
a person who was at the relevant time "ordinarily resident 
in Canada." Decisions of the Tax Appeal Board and the 
Exchequer Court indicate that "ordinarily resident in Cana- 
da" should be regarded as broader in connotation than "resi- 
dente neGanadas "20 

Section 139 (3), ITA, appears to have given a broader 
scope to the meaning of "resident". It states that a per- 
son shall be deemed a "resident of Canada" throughout a ta- 
xation year if i) he sojourned in Canada in the year for a 
period or periods, the aggregate of which is 183 days or 


more; ii) he was, at any time of the year, a member of the 
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naval, military or air force of Canada; iii) he was at any 
time in the year, a) an ambassador, minister, high commissio- 
Het worl teers or servant of ecanada, or by an agent-general, 
officer or servant of a province, and was resident in Canada 
immediately prior to appointment or employment by Canada or 
the province or received representation allowance in respect 
of the year; iv) he (or she) was at any time in the year li- 
ving with an aforementioned member of the armed forces or 
public service as that member's spouse, provided he was some- 
time previously resident in Canada; or, v) he was at any 

time in the year the dependent child of such aforementioned 
member of the armed forces or public service. 

Under Section 139 (3a), ITA, a member of the armed 
forces or public service together with his spouse and depen- 
dent children, upon such person ceasing to be "a person so 
described", are "deemed" to have been resident in Canada 
only during the part of the year preceeding the time when 
ne® ceased) to™ bela person’so described”. 

The provisions mentioned above are the basic general 
principles which Canadian Courts utilize to determine whe- 
ther or not a person is a "resident" or "ordinarily resident" 
in Canada. 

In Avent v. M.N.R.,1/ a Rovere canadtan Adie Force) Off i— 


cer on duty overseas lived in rented quarters without 
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maintaining a home in Canada. The said facts taken in con- 
junction with other corroborative facts led to the decision 
that the officer was "ordinarily resident” of Canada. Rus- 
sell v. M.N.R., £8 Onvttesother Nand) ideclaredwthat) eifea 
person maintains a home in Canada during his absence, it is 
easy to conclude, by taking into account other supporting 
faces, thatihesisvatresrdent! of Canada: 

In Thompson v. M.N.R.,19 3 Canadian left Canada and 
declared his intention to establish his home and domicile 
in Bermuda. He lived away from Canada for 183 days each 
year. However, yearly, he returned to Canada for substan- 
tial periods during which he played golf with friends and 
lived in a huge house that he owned and maintained in New 
Brunswick. The Supreme Court held that he was a resident 
of Canada for tax purposes. 

i schuyanrvs M.N.R., 29 ane employ Gevor ea Uroe *cOrpor— 
ation was transferred from Minneapolis to Toronto. He and 
his family purchased a house in Toronto and lived there for 
several years. Thereafter, he returned to the United States 
as aSsSistant’ to the’ vice’ president of his firm. In the’ Uni= 
EeGmetates, Nhe bought ya hotisewand= tried’ to rejoin his *for- 
mér club. His wife and children remained in Canada to sell 
their house. The taxpayer continued to maintain a car in 


HOuOnCO cTOr™ the wse’er hisefamily. ” Bank@accounEes in’ ‘his 
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He) 
name were also maintained for the purpose of paying his 


mortgage obligations and the household expenses of his wife 
and children. While residing in the United States, he re- 
turned to Canada only thrice. The first was when he passed 
by Toronto on his way to England on a business EpIpys The 
second was when he went back to the United States from Eng- 
land. His third visit was when he spent his Christmas va- 
cation for a week with his family in Toronto. On the basis 
of the foregoing facts, it was held that when he returned 
to the United States, after August 2, 1957, he was no longer 
evbesident of Canada» fors tax purposes. 

Truly, the problem of determining whether a person is 
a "resident", "ordinarily resident", or "non-resident" is 
one that must be resolved by considering all the material 
facts obtaining in each case. The fact that a person bought 
a house in Canada, by itself, would not conclusively estab- 
lish that he is a "resident" of Canada. Likewise, an indi- 
vidual would not be considered a "non-resident" simply 
because he sold his home upon leaving Canada. Other facts, 
such as whether or not he maintained bank accounts in Cana- 
da after his departure, whether or not his family remained 
in Canada while he was abroad, whether or not he severed 
his connections with social and professional clubs in 


Canada, whether or not he joined social or professional 
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clubs in the place where he went, whether or not he returned 
to Canada after his departure, must be taken into account. 
In short, no single fact is sufficient to constitute a per- 
son as a "resident", “ordinarily resident" or "non-resident" 
of Canada. All the facts indicating the intention of a per- 
~On COstemaingas ress cent’ or. be "ordinarily resident" of 
Canada should be grouped together and carefully weighed 
against all the facts showing an intention to be a resident 
efi somesother.country. | Only after balancing which is more 
weighty between the two opposing Groups!) Of Hactss cana con- 
clusion be made as to whether or not a persons Us ay ‘Mest denis", 
"ordinarily resident" or "non-resident" of Canada. 

Lastly; eitwshouldsbe  notedt that the meaning of the 
term "residence" under the Income Tax Act is different from 
"domicile" as understood in connection with death duties.2l 
bDjeLtabidlityeotoResidents 

Residents!) couldebeseither’ citizens*or aliens: (let us 
now compare the income tax liability of citizens and aliens 
in the countries under analysis. 
i) Citizens2 

FRANCE 

A French citizen residing in France is subject to tax 

on business income from all sources, whether foreign or 


domestic, 72 
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Upe@emeartiacle 166, CGT, a non-resident citizen who 
transfers his residence to France is also subject to tax 
On income earned from foreign and domestic sources from 
the date of his transfer within the taxation year. 

UNTTED STATES 

As already explained, American citizens Eesiaing ine ene 
United states are also subject to tax on their net world- 
wide business income (foreign and domestic). 74 OU Sy ee ety 
this connection, there is no difference between France and 
the United States. However, in the United Peates,, the rules 
regarding "part-time residence" are epplicablemonly to aliens. 

PHIGIPPINES 

The rules with respect to the income taxation of Fili- 
pino citizens are similar to those applicable to American 
Citizens. In this regard, Section 21, NIRC, provides that 
the rates mentioned under it are imposable upon the net in- 
come of citizens, whether foreign or domestic, ResPodnged 1 
the Philippines. As in the United States, the rules on 
"part-time residence" are applicable only to aliens. 

CANADA 

Section 2, ITA, provides that tax should be paid) on! the 
taxable income for each taxation year of every person resi- 
dent in Canada at any time in the year. Section 3, ITA, 


states that the income of a taxpayer for a taxation year is 
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the income from all sources inside or outside Canada. hws 


in this respect, there is no difference whether in Canada, 
Prancesethne United States, or the Philippines. 

Pee inekrance sine Canada, the universal, tax liability 
Op anettizen extendssonly to the period he is a resident of 
Canada vin a taxation year. 7° 
LigeAliens 

FRANCE 

Seeoaugenera le rule, since, the criterion tom the deter— 
HinavlOuwOnmitaxellabrlrin in hrance 1s residence rather 
PhavectitEezenchip~ the tact that a resident is an alien or 
citizen is of no legal consequence. However, if the foreign 
source income of a resident alien is subject, in the country 
Ole which hes asia citizen, to a personal income tax on his 
EOE ne one mmicm Ss eSib ject tomtax, Only on his business in— 


come from French sources. 2© 


In this respect, an alien in 
France is better treated than a French citizen. 
UNITED STATES 
In the United States, the rules on the tax liability of 
citizens are applicable to resident aliens. Hence, the re- 
Sident alien is, subject to the exception respecting income 
for which tax has already been paid in a foreign country 


where it was earned, taxable on his income from all sources. 2/ 


It should be noted that the exception pointed to above is 


applicable only to resident aliens who are citizens of 
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countries having tax treaties or reciprocal arrangements 
with the United States involving the matter. 
PHILLPPINES 

As in the United States, the rules on the tax liability 
of citizens in the Philippines are also applicable to resi- 
dent aliens. Thus, resident aliens are also subject to tax 
onyinecome, from= local and, foreign sources. 78 

CANADA 

Residentealtensein Canadalare also subject to tax on 

income from all sources. The reason for this is the fact 


Ebabeooctllong2 se UIA, Speaks of the liabllityeon residents 


regardless of whether the person is a citizen or an alien. 


Gepulabrlity otf Non-residents-~ 


Non-residents could also be classified as either 
citizens or aliens. 
uj) Csieneqein ys 

FRANCE 

A citizen who is not a resident of France is, under 
ABticlesl!65—-1,7 .CGi; iiable for tax only on business income 
bealized by himngin France. He is not diable for income 
EEO GLetCimoOULCeS  Suihus, 10.15 important, to know. the 
meaning of "income realized from business in France". 

A non-resident citizen will be regarded as carrying on 


business in France if he has a permanent establishment of 
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a profit-making character in’ the country. Under the said 
test, two conditions must’ bexmet: 9 1)* there’ must” be’ a 
place of business in France with some degree of autonomy 
and permanence; and, ii) the place of business must be pro- 
GuUGELVe in=nature? of at kind*=to»contribute to business 
earnings. 20 

Ties ee pe On, wore OF Apr LLL oS aye Deb. Che, eps LOGS, 
an Algerian firm rented warehouses in France. The ware- 
houses were managed by a French firm holding the exclusive 
Sgeney econ se = thew gemianetirm s* products. Le waseheld 
that the warehouse constituted a taxable establishment in 
Prenece- Awe Lenciy sd les Orrice with a selling organization 
of some sort is also regarded as an establishment carrying 
on taxable activity in France. 

"Productive in nature" is described as follows: "The 
French installation need not engage in operations that 
emer eccely= PEhOduCer profits...) 1t4is* enough that’ the activity 
OL tne installation; even though preliminary or*®auxilliary, 
is of such’a nature that it will eventually add to the pro- 
fitability of the parent enterprise. "31 thus, in Rak 
Ree eee Vebcimugoo, DeDeoci. sD. 576, Salm OLrice 
set up to study and research on the French Market was held 


to be a taxable establishment. 
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UNITED STATES 

Unlike France, non-resident citizens of the United 
states are subject to tax on business income irrespective 
of whether the source is foreign on local. >? However, 
under Section 911, IRC, a citizen, living permanently or 
temporarily in a foreign country, is exempt from tax on 
foreign source earned income attributable to services per- 
Formed to ythefextent: "of \$207000 “in any taxable Vicars . aal 
aecordance WLEneSectiow oll &(a)ji() “and 911 (eG saetRCw ix 
the citizen has been a foreign resident for an uninterrup- 
ted period of three consecutive years, the maximum annual 
exclusion is $35,000: 

It should be noted that, unlike France, there is no 
need to determine whether or not a non-resident citizen is 
engaged in business activity in the United States. The 
reason is simply that in the United States the tax ia by 
of a citizen is for income, both from foreign and local 
sources, and not only for income arising from business 
aclivityein “the Tcountnhy ? 

PHILIPPINES 
Non-resident) Filipino citizens are also subject to tax 
on both foreign and domestic business income. This is clear- 
ly specified in Section 21, NIRC, which states that a tax 


is imposed on the net income from all sources received 
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during each taxable year by a citizen residing abroad. The 
only difference between the United States and the Philippines, 
inthis) regard, .istthat Filipino citizens are not granted 
the partial tax exemption, available to American citizens, 
on foreign source income attributable to services performed. 
CANADA 

As in France, the tax liability of a Canadian citizen 
who is a non-resident, under Section 2 (200 (0) 'e tPA extends 
only to his taxable income earned from business carried on 
in Canada at any time of the year. 

see CiOneI39 —()a(e)5e TITAN clarifies the meaning of 
"carrying on business". It provides that "business includes 
a profession, calling, trade, manufacture or undertaking of 
any kind whatsoever and includes an adventure or undertaking 
in the nature of trade but does not include an Obmulcenor 
employment. Hence, if the activities of the non-resident 
Canadian citizen involve any of the types mentioned above 
as constitutirg business, then he is deemed to be icarn ying 
on business". This matter will be discussed in detail when 
"gross income” is considered. 

Aside from the "carrying on business" requirement, 
to qualify a non-resident citizen for tax Dara ley see ce as 
also necessary that the business be "carried on in Canada. ” 


section 139 (7), ITA, considers. a non-resident Citizen as 
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Cakbryimng ,on business in Canada if in any taxation year he 
“(aj™ produced, grew, mined, created, manufacture}, fabricated, 
improved, packed, peeserved, or constructed, in whole tor in 
part, anything in Canada whether or not he exported that 
thing without selling it prior to eXportattony Ome(b)i-soli— 
Gusted omgerns on offered any Ching elom@isale wins Canada through 
an agent or servant whether the contract or transaction was 
to be completed inside or outside Canada or par tbiawinwand 
partly outside Canada." Consequently, if the activities of 
the non-resident fall under the terms of Section 139 Wi 
he shall be considered as carrying on business in Canada. 

It should be emphasized that under Section 106, ITA, 
a non-resident is liable to "pay an income tax of 15% on 
every amount that a person resident in Canada pays or credits 
or is deemed by Part I to pay or credit to him ache Om 
account or in liew of payment of or in satisfaction of", 
management fees; interests; estate or trust income; rents, 
royalties, and similar payments; timber royalties; alimonies; 
patronage dividends; and, certain specific dividends. This 
tax is in addition to the tax determined in accordance with 
the progressive rates under Section 32. In this regard, 
there is a proposal pending before the Canadian Parliament 


to increase the withholding rate from 15% to 20%. 
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11) Aliens 
FRANCE 

The rules regarding the business income tax liability 
of non-resident citizens and non-resident aliens are, as 
a general principle, identical. There is only one signi- 
ficant difference. A non-resident alien who maintains a 
home in France is not entitled to the benefits of the 
family-quotient system.>* Nevertheless, a non-resident 
alien without a home in France who is required to file an 
income tax return may split his income into two parts for 
purposes Of*eomputing his tax.?° The splitting is permitted 
irrespective of his family status and despite the rule that 
only French citizens may use the family-quotient system. 

UNITED STATES 

As in France, non-resident aliens in the United States 
AGEs Omlye subject to" tax on income arising out of business 
Carried on in the United States. 

What constitutes "engaging in trade or business in the 
United States"? 


LIV EUr Op ean Naval Stores Company Vv. -COnMMIssDOnNer, 


it was held that one unauthorized transaction by a con- 


oy 


ELOlLed subsidiary in the U.S. did not constitute doing 
business by the foreign corporation. 


Commissioner v. Nubar 38 Pelusteates the rule that 
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extensive activity, as an element of feoncInuityst isan 


index of being engaged in "trade or business". Nubar was a 


wealthy Egyption stranded in U.S. during World War II. He 


traded in the stock exchanges and derived profits exceeding 


$600,000. When the profits were taxed, his 
he was a non-resident alien not engaged in 
in the United States. Since U.S. statutes 
resident aliens on their capital dainspvane 
had no deficiency tax liability. The Court 


deciding the case for the Government said: 


defense was that 
trade or business 
diesnotetaxsnon— 
claimed that he 


of Appeals in 


"And we think it equally clear that the 
taxpayer was engaged in business within the 
United States within the meaning) of thelstatute 
and was not taken out of the category because 


the business resulted in purchases and 


sales 


effected through resident brokers. The provision 


as referred to ... was inserted in the 


statutes 


to exempt those transactions in securities or 
commodities whose sole connection with business 
in the United States was the SCiivVity sOnernie 
Broker M@ilhis@ictnot theecasemheres) Thesbrokers 
Merely carried out for the taxpayer the purchases 
and sales which he determined upon in the course 


of the trading in which he himself was 


engaged. 


This involved ... the forming of judgements and 
the making of decisions with regard thereto; and 


these were made by the taxpayer in the 


exercise 


of his business judgement, just as any other 
trader in the United States, before the orders to 
buy or sell were communicated to the DEOKeCE sae. 


In another case,?2 the Court of Appeals held that a 


non-resident alien, though outside the United States, 


was engaged in trade or business in U.S. because of the 
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extensive trading in securities effected by a brother, 
present in the country, through different brokers. 

There is another dominant element Involving the 
concept of "engaging in trade or business". It is called 
they “active® pursuit! of ! profits: factor, although actual 
profits need not be realized. This element sets investment 
activities apart from acts consticutingy "carrying on busi 
ness" for the former does make one "engaged in trade or 
business", 

Thus, a real estate corporation leasing and selling 
land, operating his own property, and Making» Les own ex— 
ploration work was considered as carrying on trade or busi- 
ness rather than investment activities. The Court declared 


that "investment" is the owning and holdingwor PELODeE EY, 


and the distribution of the fruits or avails ESeane (ace or 
ee OS SE uits or avails 1s an “act of 
ownership"; on the other hand, continued efforts ineour suct 


of profit proves that the Opekalitonews f£oOr PEOLLGSSONas €tO 


classify it as "business", 40 


41 a non-resident decedent who operated 


In a case, 
eleven buildings in New York through an agent and attorney- 
in-fact was considered as engaged in business in the United 
States. The decision was based on the distinction between 


"investment and reinvestment of funds" and "Management of 


the real property for profit". Nevertheless, the lease of 
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31 
an operating railroad to another on a net rental basais,.the 


owner not doing anything more, was held to be not "engaging 
ine ecade, OG business", 42 However, it was declared by the 
U.S. Tax Court that a foreign investment corporation opera- 
ting the farms and ranches it acquired through mortgage 
foreclosures constituted engaging in trade or business. 43 
The basis of the decision was "the management of the proper 
ty by the principal and its agents" as distinguished from 
cases where non-resident owners and lessors of PLOpEeEr tyr 
the U.S. merely received rents while the tenants managed, 
maintained or operated the same. 

Another question that must be considered is the place 
where the business or trade activity is performed. To 
render the non-resident alien liable for tax, the activities 
Misia OemcOnducledwinethe United States. 

The maintenance of an "office or place of business" 
Eestuls nowlongerva Significant factor in asGertaining the 
place where the business or trade activities are performed. “4 
Thus, in Commissioner V. Scottish American Investment C. 
Tita a2? it was held that the mere maintenance of an office 
is not conclusive, even where it was kept to service invest- 
ments or sporadic investments. 

The procedure in determining the place of "trade or 


business" is conducted through an examination of all the 
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acts and contracts of the non-resident alien. The Courts 
do not hesitate to make a finding that there is "engaging 
in trade or business" where transactions were recurring’ and 


extensive. 76 


Licensing to do business also carries a heavy 
weight, unless no activities were accueLy performed. *7 

The "locus of managerial discretion" rule is also 
utilized in the United States. The rule simply means that 
the place where managerial discretion is exercised is the 
place where the trade or business is performed. The Nubar 
case, which was discussed earlier, aptly exemplifies the 
application of the rule. 

Thus, the determination of the place where the busi- 
ness or trade is conducted depends upon the facts of each 
particular case. 

It should be noted that non-resident aliens not engaged 
in business in the United States are taxed on gross income 
at different rate levels depending upon the total income 
for the taxable year, 48 

PHILIPPINES 

DeCGElONe22, NIRC, provides that a tax “shall be levied, 
collected, and paid for each taxable year upon the entire 
net income received from all sources within the Philippines 
by every non-resident alien individual engaged in trade or 


business within the Philippines ... Thus, the 2ule on 
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33 
source liability obtaining in France and the United States 


also applies to non-resident aliens in the Piel ippines. 

Under Section 22, in order to render a non-resident 
aliens lables formtaxsethe following should concur: i) he 
is engaged in trade or business; and7vas jeer heltrade or 
business is conducted within the Pia tippi nes we These: will) be 
discussed in turn. 

What is the meaning of “engaged in trade or business" 
under the NIRC? 

Section 22 provides that a non-resident alien indivi- 
dual who shall come to the Philippines and stay therein for 


an aggregate period of more than one hundred eighty days 


during any calendar year shall be deemed a non-resident 
alienp doings businesses ins the Philippines. Thus, even if the 
non-resident alien does not do anything, he is considered 
to be doing business in the Philippines if he S bayou. narehe 
country for an aggregate period of more than one hundred 
eighty days during any calendar year. Thisepresumption: as 
to doing of business in the Philippines does not exist in 
Peatice7; Miheg@UniktedesStates; ande@anada 

However, if the non-resident alien stays in the Phi- 
lippines for an aggregate period of 180 days or less, when 
Shall he be considered as "engaged in trade or business"? 


Section 8, Income Tax Regulations, provides: 
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"The phrase ‘engaged in trade or business 
within the Philippines' includes the performance 
of personal services within the Bh isele ODA NES4 terete tt 


The said Regulation is not of much helps Thius;.-Phi— 
lippine Courts have resorted to U.S. cases interpreting 
revenue regulations and statutory provisions similar to those 
obtaining in the Philippines. 

In Brillo v. Commissioner, 49 the Tax CougE Iucasteing 
U.S. authorities, said: "The word 'engaged' connotes more 


than a single transaction; it involves some (Solin hehblbiey ere 


dG bLOne serene wsupremeiCoureE,.” in Imperial v. Collector, 29 


quoting U.S. cases, also stated: 


"To ‘engage' is to embark in a business or to 
employ oneself therein. (Webster's New Int'l. Dict.) 
The word 'engaged' connotes more than a Single act or 
transaction; it involves some continuity of yon alielep Ga 
'TO engage in business is uniformly construed as Sig- 
nifying to follow the employment or occupation which 
occupies the time, attention and labor for purpose of 
Mmprive ds hood Oceprorite =...) The expression ‘engage 
in business' do not have different meanings, but se-— 
parately connectedly convey the idea of progression, 
continuity or sustained activity, and "engaged in 
business' means ‘occupied or employed in business'; 
‘carrying on business' does not mean the performance 
of a single disconnected act, but means Conducting, 
promoting, and continuing business by performing 
progressively all the acts normally incident thereto, 
while 'doing business' conveys the idea of business 
being done, not from time to time, but all the time." 


As can be gleaned from the foregoing, the Philippines, 
as the United States, adopts the "continuity of aC ial Viatiiy. » 


andes thes vactive pursuit of profits” tests. 
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The next question deals with whether the activity which 
constitutes engaging in trade or business use conducteds im 
the Philippines. As in the United States, the answer depends 


upon the material)facts in every case: 


In General Corporation of the Phalippines eet. allavse 
Union Insurance SOeLetyroreCanton Ltd., -+ itewas held that 


a non-resident alien is said to be "engaged in business 

in the Philippines" when there is COntinulty ofPeconduct and 
intention "to establish a® continuous business, such as the 
appointment of a local agent, and not of a temporary charac- 
ei. 

A resident manager of the Quantas Empire Airways, Ltd., 
in Manila was considered to be a non-resident alien engaged 
in business in the Philippines. °?? Jt was also, held) that a 
non-resident alien is deemed engaged in business in the 
country if he derives rental income of 24,000.00 or more 
annually. >3 It is possible that the "locus of managerial 
discretion@eruletwill@also be applicable in the Philippines 
considering that the wording of the StaluLcory provisions 
and the regulations on the subject in the Philippines and 
the United States are similar. 

Regarding the treatment of non-resident aliens not 
"engaged in trade or business in the Philippi nest peest in 


the United States, suffice it to sayy that, they are. taxed 
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at different rates depending upon the total annual gross 
income. 
CANADA _ 

Secthome WZ eros ITA, imposes a’ tax upon the taxable 
income of any non-resident, regardless of whether a citizen 
or an alien, who carries on business in Canada at any time 
of the year. In accordance with said provision, for business 
income tax purposes, there is no difference between the 
treatment of a non-resident citizen and non-resident alien. 
Thus, the rules on non-resident citizens previously discussed 
are applicable to non-resident aliens. 

2. Business Income and Corporations as Taxpayers 
a) General Discussion 
FRANCE 

Corporations are considered as distinct and separate 
entities for purposes of income taxation under the French 
Tax Code. 

In» France, the nature of a corporation is described 
as follows: "The French corporation known as the societe 
anonyme is very similar to an American COrpebabione teas 
an artificial being brought into existence byACOnERaGt, of 
the incorporators; death or bankruptcy of a shareholder 
@6ESsnot affectt its existencé. The holder Gon subscriber 


to shares has no personal liability to creditors of the 
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Corporation except to the extent of any unpaid consideration 
for which |share were issued. In other WORCS,, creditors 
can attach all of the assets of the corporation and thereby 
extinguish the interests of shareholders, but personal assets 
of the shareholders cannot be reduced. "°4 
Corporations can be classified as foreign on domestic. 
the Wocation off the Siege social (head ©fficeiweort a 
corporation determines whether it is to be taxed as a dome s- 
Uic. WF rench) mor alroreign entity in France. °° 
The nationality of the owners or the placeeotoincorpo-— 
ration are not considered in determining the tax liability 
Of jal corporate entity.°-© This is explained as follows: "The 
corporation law requires that the charter of a COrpOration 
incorporated in France designate a place, ine Prance, as, the 
head office. The head office designated in the charter... 
is presumed to be the head office for tax purposes. The pre- 
Sumption is rebuttable, however. If the facts show that the 
actual management is being carried on from another place, 
with the result that the charter head office is only ficti- 
tious..., the head office is the Pplacesine which! the actual 
Management is centered and from which it is carried on... "57 
The Siege social test under the French Tax Code is 
the same as that existing under the French Corporation Law. 


In accordance with the corporation law, the actual head 
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Office we athe plocat ion-of..-the principal administrative 
office of the company, from which directions emanate, rather 
than the place or places, where its operations are conducted, ">? 
Thus, in C.E, 3) Marchek958,. No. aU eels Sea shipping company 
maintained a registered head office Out Tom Pednce SOLLetope— 
eee registered out of France, plying only between 
foreign: portsiawith freight bills paid out of France. How- 
ever, administrative, commercial, accounting and technical 
services were handled in France. Foreign freight contracts 
were procured by independent agents abroad lacking power 
co-bind the company. ft was held that the company had its 
actual head office in France. 

ff the actual head office of a Corporation is located 
in France, it is considered a domestic entity. Otherwise, 
the corporation is deemed a7 §ObeigGnh eniitry. 

A French corporation can become a POReOLGI COPpOracion 
Pyecinply-transterrifig tts Nead office out of France, © 
Sueh transfers are, nevertheless, rarely done because it is 
regarded Ae a dissolution of the corporation, a process 
which may have serious tax consequences. ©1 

UNITED STATES 

In the United States, as in France, an enterprise 

that is formally organized as a corporation is almost always 


recognized as a separate taxpaying entity. However, the 


‘ae 
is 
— ay a 


re oni dt 
“4 i’ ey ~~ > 
7 a agaksn ago esis anntty gine nonnke, 5a"9 
7 . | 

oe 6 «eel it _2fft_fite ae £ domithk re) ab. 


“_ on e 7 » 4a Ae WO me be att aw er a: thi 
7 = : 




























oo 


pn 
- 


a ‘wane ‘ee anivecd tie “elit, Sn Oot tpest alin ' 
_ 


wat! \eiiie srt 1) Sk oatidans 103 


we went am - ‘3 To uth rae & a 


’ ; 
- it : . a . - 
fastanoest bac pr etic GLO “oo ~OVbwe te) ‘cae me 7 


2 - N : 
Lato .sotesl of Selbacd otey aed 72m 


fi 


-s 
r 
i. 
- 
— 
ne 
Tk 
— 
_ 


- - 76] 707 - 


, alan ir) sat pete oT 
sewed pitdsal babude 4inape esenaiaem 9 wa Et} '? 
7 ve 
2 wy add tads, lad i iT ie > ols feevke 
’ aac TAR (RAWAKsIS ih = bays | _ 
i - i 


3 t t i*+o heeds 


(1 . 43 rina Sie 
/ 
owas sive fi) 
AOLIF 3200 i G 
of 
rs - q 4 “~ ¢ 
aa 2 ' f got Yas“ 
4 ’ , + ah ive 7 j i 
ia 
#89 7 9 
¥ 
5 
f 
is ‘PLeqaaseu 1a _— 


de 





ets) 


Separate identity of a corporation may be disregarded if 
the corporation lacks a substantial business activity wor 
if ut was organized to enable the shareholders to avoid 
income taxes, and without substantial commercial purpose. © 

pectziorm /Foll (ajylds )\}aaRCc,adefines ther term "corpora-— 
tion” =tominc hides “associations, joint stock companies, and 
insurance companies." 

In the United States, due to the above definition, 
courts are able, for tax purposes, to give a broader appli- 
cation to the term “corporation” -- an application which 
extends beyond the conceptual scope of the conventional 
chartered entity under corporation statutes. As a conse- 
quence, considerable litigations have arisen regarding the 
problem of distinguishing between corporations and other 
forms of business organizations. 

[neocnhena Awan Ofganization tis > nsideredsas an asso— 
€agttOn = ieeits Wcharacternistics” @rervsuch; that it more nearly 
Geceniles sawecOGpOna tron thane trust torn a partnership. 

Section 301.7701-2 (a) (1) of the Regulations provides 
Chaba ordinarily, the mayor characteristics distinguishing 
corporations from other organizations are: a) associates; 
b) an objective to carry on business and divide the gains 
tiererrom, (c) YconuinuityVoltlite:despite the death: or with- 


drawal of a participant; d) centralized management; e) lia- 
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40 
bility for corporate debts limited to corporate property; 


and, £) free transferability. Accordingly, if a business 
organization, other than a corporation, possesses the cha- 
racteristics mentioned, it will be considered as an "asso- 
Glableon jand,. therefore, taxable as a ECOVperation ". 

In the United States, corporations are also classified 
as either domestic or foreign. 

A domestic corporation is defined under Section 7701 
(a) (4), IRC, as one "created or organized in the United 
States or under the laws of the United States or of any 
State or Territory". Created or organized "in the United 
States" means within the geographical limits of the District 
OT €olumblavand any (Of the States. 

There is an apparent problem regarding the definition 
of a domestic corporation under Section 7701 (a) (4). Indeed, 
it is possible for a corporation to be "organized in the 
United States" under the laws of a foreign country Inga 


Situation like this, what happens? It is now settled that 


the operative part of the definition given above is "under 
the laws of the United States or of any State or TeGgEcouy. . 


Consequently, a domestic corporation is one incorporated 
under the Laws of the United States or one of its States 
regardless of where the events leading to the incorporation 


took place. 
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Pupouantuetorcect ton. //0l (a) i>). IRC, a foreign cor— 
poration is any corporation which is not a domestic corpora- 
tion. Thus, it is any corporation incorporated in a foreign 
country or possession of the United States which exists by 
virtue of the laws of the foreign country or the possession. 

Hence, in the United States, the place of incorporation 
is a decisive factor in determining the source liability of 
a corporation. It does not use the "seat-of-management test", 
the @rule -applived in’ France, to delineate its jurisdictional 
reach over corporations. 

PHIGEPR INES 

Since the Philippine Corporation Law is patterned after 
that of the United States, there is no difference between 
thesconcepts and nature: #or a Corporation in the Philippines 
and the United States. 

However, under the NIRC, the definition of a “corpora- 
tion” in the Philippines, as a separate taxpaying entity, is 
broader than that of the United States. 

Section 84, NIRC, provides that the term "corporation" 
includes partnerships, no matter how created or organized, 
joint-stock companies, joint accounts (cuentas en participa- 
tion), associations or insurance companies, but does not 
include duly registered ‘general co-partnerships (companias 


collectivas). Thus, in the Philippines, there are forms of 
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business organizations subject to corporate tax aside from 
"joint-stock companies, associations or insurance companies". 

In the Philippines, corporations are also classified 
into domestic and foreign. As in the United States, domestic 
corporations are those incorporated under Philippine laws; 
and, foreign corporations are those incorporated in accor- 
dance with thewstatutes of a foreign country. Thus, the 
accepted atest, ingthe Philippines is also..the *place of -incor-— 
poration" test rather than the "seat-of-management" test. 

CANADA 

Regarding the concept and nature of a corporation as 
a business organization, there is no difference between those 
in France, U.S., Philippines, and Canada. 

The taxability of corporate income is based on Section 
Dele eli Gea Gon to.Sectloniel3.o «(1 )4 (ac) ad TA, 

Under Section 2, persons are subject to tax on income. 
ins aAscor dance wath Section, 139, (1)s (ac), "persons”™ is defined 
to include any body corporate. Thus, corporations are sub- 
ject to tax as entities distinct from the shareholders. 

SEGLLOn #5 Seabee (eel TA,§ DLOWwdes, tthatia "corporation," 
includes an incorporated company and a "corporation incorpo- 
rated in Canada" includes a corporation incorporated in any 
part of Canada before or after it became a part of Canada. 


The above definition is narrower in scope as compared to the 
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meaning of "corporation" under taking statutes in France, 
Use saandsthe «Philippines. 

Wautherespectato.a corporation, not. incorporated in Cana-— 
da, for purposes of delineating the jurisdictional reach of 
the government over it, the accepted doctrine is the "con- 
trol and management" test. It is similar to the "seat-of- 
management" test obtaining in France. 

in Canadas the counterpant. of a domestic: corporation is 
the so-called "resident" corporation. The equivalent of a 
foreign corporation is the "non-resident" corporation. A 
corporation not incorporated in Canada is considered a "re- 
Sident" if control and management are exercised in Canada. 
This rule was adopted from English jurisprudence. 


In Egyptian Delta Land. & Investment Co. Ltd. v. Todd, ©? 


it was declared that the residence of a company is where its 
main business is carried on. It was also pointed out that 
the main business is carried on where the central control 
and management is located. 

Central control and management is normally located where 
the board of directors meet and make their decisions on com- 


Dolo tCie welineUnNic »COnStoUCt LON, Co... Ltd... vs Bullock, ©4 


dite 
was held that when the board of directors of a subsidiary 


corporation remained inactive, leaving the management and 


direction of the company to the dominant shareholder, in 
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this case a parent company, the corporation's residence for 
tax purposes was considered to be England, the place of re- 


Sidence of the parent company. Similar decisions were ren- 


dered in Crossley Canpets =(Canada We Lids: M.N.R, °°? and 
Zehnder & Company v. M.N.R, © 


ment” test, if the central control and management is exer- 


Under the “control and manage- 


cised in several places, then the corporation is a resident 


ofethe said places. Thus in De Beers Consolidated Mines 


BEaa ve Howe, ©/ 


it was held that a company could be a "resi- 
dent" of two places if important operations and policy deci- 
sions of the company are directed from both places. 
Regarding corporations incorporated in Canada, if the 
corporation was incorporated after April 26, 1965, it is 
considered a resident of Canada in accordance with Section 
139) (Zan (ayepirsA. Hein tthe tcase vofra fcorporation incorporated 
in Canada before April 27, 1965, it is considered a resident 
of Canada if, at any time in the taxation year or at any 
time in any preceeding taxation year of the corporation 
ending =atter April 26, 1965,9attwasea resident of Canada 


pursuant to the “management and control” test or if the 


Corporation actually carried on business in Canada. 


b. Liability of Domestic Corporations ©% 


FRANCE 


ier rance, under Article 205,°.CGI, an ancome tax, at 
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the flawerats or e5077 is ‘leviedson the annual net taxable 
income .of domestic corporations. 

French domestic corporations are subject to tax on 
income from all sources, foreign and domestic, withthe excep- 
tion of income from business activity carried on abroad. ©9 

In connection with business income, Article 209, CGI, 
states that the corporation income tax applies only to 
income from business activity carried on in France. Thus, 
in a Reponse Ministerielle (Ministerial Answer), R.M. 11, 296, 
UO. wl JeoeptembenelI50,.Deb. A.N., p. 2700, it was declared 
that profits earned by a French corporation from establish- 
ments or branches outside France are not subject to corpo- 
rate income tax even though remitted to France and entered 
in the books of the French corporation. 

With respect to the rules when a corporation is consi- 
dered to be "doing business in France", those applicable 
to individuals, as earlier discussed, also apply to corpora- 
Srons. 

UNITED STATES 

In the United States, Section 11, IRC, provides for 
a normal tax rate of 25% on annual taxable income not in 
excess of $25,000, and a surtax of 22% on annual taxable 
income exceeding $25,000. Accordingly, the combined corpo- 


rate tax on annual income over $25,000 is 47%. 
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46 
A domestic corporation is subject to tax on its world- 


wide income. /° 


Tiemract Loatelt a senor. carrying: on busi— 

ness in the United States" is of no moment because a domes- 

tic corporation is liable on its local and foreign income. 

inthis regard, the rule in’ U.S. as different from France. 
POLE LPP INES 

The Bates for a domestic corporation in the Philippines 
are 22%, if its total annual net income does not exceed 
F100; 000, and 30% upon the amount by which such total annual 
net income exceeds #~100,000. 

As in the United States, there is no need to ascertain 
Diethendonestie. corporation 1s “doing business in the Phi- 
lippines”™ because it is subject to tax on its income both 
from local and foreign sources. /+ 

CANADA 

Tie bates fon domestic (restdert)™ corporations in 
Canada are 18%, if the annual amount taxable does not 
exceed $35,000, and 47% on the amount by which such taxable 
amount exceeds $35,000. The Old Age Security Act imposes 
an additional corporate income tax of 3% on the annual 
amount taxable computed in accordance with Part I of the 
Diep ec SiOouLd bDewnoted that there is a proposal to chm ge 
the tax rates for corporations pending before the Canadian 


Parliament. /2 
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As in the United States and the Philippines, domestic 


(resident) corporations are, under Section 2, ITA, subject 
tOetax, On their income from both local and foreign sources. 

Reeclo whether or notea corporation 1s) “doing business 
within Canada", this problem is already res 1lved by the 
determination whether a particular corporation is "resident" 
or "non-resident" in Canada. 

In Canada, there can be no complete discussion of the 
tax treatment of corporate income without a consideration 
of the so-called "personal corporation". 

A “personal corporation” is not considered as an entity 
separate and distinct from the individual shareholders for 
income tax purposes. Income is taxed in the hands of the 
individual shareholders in accordance with the formula laid 
dOwneUnOerE sec LIONNO/alo)),, lta.) tt Should be underscored 
that this matter is unique to Canada, and does not obtain 
in the United States, France, and the Philippines. 

Section 68, ITA, defines a "personal corporation" as 
"a corporation that, during the whole of the taxation year 
in respect of which the expression is being applied, (a) 
was controlled, whether through holding a majority of the 
Shares of the corporation or in any other manner whatsoever, 
by an individual resident in Canada, by such an individual 


and one or more members of his family who were resident 


a7 
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48 
in Canada by any other person on his or their behalf; (b) 
denivedsat Least one quarter of its income from (i) owner- 
ship of or trading or dealing in bonds, shares, debentures, 
mortgages, hypothecs, bills,notes or other similar property 
or an interest therein, (ii) lending money with or without 
Sectr teres, (111) rents, hire of chattels, charterparty 
fees OL Femuneraltons, annuities, royalties, interests or 
dividends, ox (av) estates or trusts; and (c) did not Galuy, 
on an active financial, commercial or industrial business. " 

POL PULDOSes, OL Section, 68, “members of his’ family * 
refers only to the spouse, sons and daughters, and does not 
include daughters-in-law and sons-in-law. Thus, if a father 
anomie Gdugnteie TOLIEly Control a Corporation, there is no 
doubt that the same is a personal corporation. However, if 
an individual and a sister own majority of the shares in a 
company, the said company is not a personal corporation. 

An important problem involving "personal corporations" 
déaleawlely mene meaning Of "control: 

Leno lm cr MaANe he fl ol7 Pale t.e. 926, 16 was un— 
equivocably declared that the phrase "controlling interest" 
referred to a person “whose shareholding in the company is 
such that he is more powerful than all the other shareholders 


Pureloge ther in general mécting.”™ in Wrights' Canadian 


Repco em COs Neke yp 2 DIC 9247, Lt was also pointed out 
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49 
that the fact that the Wrights owned only 49.86% of the 


shares was indubitable proof that they did not control the 
company. 

Theneh hs, AUthOmEtyetorethe proposition that.a.controlling 
interes mneludesisboth idimect andsindirect, control... In No. 
271 v. M.N.R., 55 DTC 514, the taxpayer was neither a regis- 
tered shareholder or an employee of the company. He nominally 
transferred to another person the shares he owned. It was 
held that, since he in fact had control over the majority of 
the shares, he controlled the company. 

It should be noted that control can also exist other- 
wise than through holding a majority of the shares of a 
company. Thus, where a company has no share capital, the 
controlling power can be identified by examining the Articles 
of Association. Moreover, control can also be exercised 
through an intermediate corporation. Hence, if a person 
is the majority shareholder of company X, and company X 
owns Company Y, the said person is considered to be in con- 
trol off,company~y.. 

Limcepeledelstaces Lid. v.eMeNJR,, [1960] S.C.R. 606 
the appellant corporation was controlled by a person who 
designated his executors to hold his shares and control 
the company. On his death, the question arose whether a 


trust administered by "executors" could be considered as 
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an "individual" in accordance with the meaning attached to 
ee Under. the ITAS Sate was heldithat) upon’ the death of the 
controlling shareholder, the status of personal corporation 
Wasa LOS. POAny “Individual! must® besatnatural! Living®person 
bectoenteineCanadascapablenof havang® altamily wen The) Court 
pointed out that, under the Act, there were three methods 
OfeCOntrollingpeesmLollows:wel)Mby anmindividual’ resident 
ie Canada, 2G byeanlindividual) and*his familyeresident#in 
Canada, and 3) by any other person on his or their behalf. 
The Court declared, that the control of the executors did 
not fall within any of the said methods. The executors con- 
trolled the appellant company on behalf of numerous benefi- 
Ciaries of the estate who did not qualify as "members of 
the family" and were not residents of Canada. However, the 
Court ventured the opinion that, if an executor held or 
exercised control on behalf of a person within the permitted 
class, it would be sufficient control within the meaning of 
Section 68. 

Another important question relates to the meaning of 
"active" business. 

Por cigcdeve MAN, Rye oSyDTe 47peistasvery® significant 
case involving this particular point. Here, the appellant 
held one of the nine common shares issued in Clair's 


Holdings Ltd., a family company. The balance of the shares 
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a 
were held by her husband and daughters. The Minister included 


in computing the appellant's income for 1963 the amount of 
soeJeonmmehne groundethatn the sClair’s Holding Ltd. “was ar per- 
sonal corporation and its income was taxable as deemed divi- 
dend in the hands of the shareholders in accordance with 
the, provm@eioens, of=Sections6/7(b)2 The appellant contended 
that Clair's Holdings Ltd. was not a personal corporation 
because it engaged in active financial business. It was 
established from the financial statements of Clair's 
Holdings Ltd. that, in the four years preceeding the taxa- 
tion year under consideration, it was always considered by 
its accountants and shareholders as a personal corporation. 
Moreover, the entity's investments and operations in 1963 
revealed that it was not engaged in an active financial 
business and was, therefore, a personal corporation in the 
year under review. 

In Sawle Estate v. M.N.R., 67 DTC 524, four members of 
the family, including herein appellants, incorporated a pri- 
vate company in 1963. The purpose was to take over the 
ownership and management of certain real estates. The 
Minister treated the company as a personal corporation in 
1964 and taxed each member shareholder with their respective 
share of its income as income appertaining to each of them 


under Section 67(1). The appellants argued that the company 
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was not a personal corporation because, in 1964, it was 
carrying on an active commercial business. It was held that 
the company was a personal corporation. The evidence showed 
that: the company's real estates consisted of four buildings 
from which the company derived rental income in the amount of 
$37,000 during the tax year 1964; the company also received 

a small investment income of around $1,000; it owned a lot 
which it leased to a car dealer; the company's administra- 
tion and operation expenses were very low; its office was at 
the premises of an engineering office of one of the appellants 
Situated 14 miles from where the company's real estate office 
was, and the rents were collected by the said member share- 
holder; and, the janitorial expenses for the buildings amoun- 
ted to only $25 a week. The Board considered the said facts 


asenous SuLlLicient. tosconstitute an active commerical business. 


Cer ld ability.ot, Foreign Corporations /3 


FRANCE 

Foreign corporations in France are subject to the same 
tax rates imposed on domestic corporations. 

In so far as tax on business income is concerned, in 
France, there is no difference between the treatment of a 
Pree mmcOLpDObALION aid a foreign Corporation. <A foreign 
corporation is also subject to tax on income from local and 


foreign sources except income from business carried on 
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a, /4 In passing, it may be mentioned that the prin- 


abroa 
ciple of equal treatment of French and foreign corporations 


75 It does 


is, by and large, limited to business income. 
not apply to income derived from sources other than busi- 
ness. The rules applicaHe to individuals regarding "carrying 
on pisiaeet iteerance apply to roreign corporations. 
UNITED STATES 

LOE Aces mELrOre Ol COLpOrations, ®1n the United States, 
the question as to whether it is a resident or non-resident 
corporation mst be resolved for purposes of determining its 
income tax liability. Foreign resident corporations are 
those engaged in business or trade in the United States and 
non-resident corporations are those which are not so engaged. /© 

In accordance with Section 881 (a), TRG, a foreign cor— 
poration not engaged in trade or business within the United 
States at any time during the taxable year is taxed only on 
fixed or determinable annual or periodicial income from 
United States sources. The tax rate on non-resident foreign 
ee ee is 30% of their gross income.’’ It should be 
VOCtemeia wos setrOn tats type Of Corporation, the basis: for 
taxation is the gross rather than the net income. 

With respect to resident foreign corporations, the 


tax rates are Similar to those of domestic corporations. /8 


The said corporations are taxed only on their net income 
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54 
from sources within the i See 


The rules regarding the determination whether or not 
an individual is "engaged in trade or business in the U.S." 
apply to foreign corporations. 

PHILIPPINES 

As in the United States, "residence" is necessary to 
Ceterminesthestas liability of foreign corporations. Resi- 
dent foreign corporations are those engaged in trade or 
business in the Philippines. 80 Non-resident foreign corpora- 
tions are those not engaged in trade or business in the Phi- 


81 The rules as to when an individual is considered 


lippines. 
as "carrying on business within the Philippines" apply to 
foreign corporations. 

Resident corporations are subject to tax only on 
annual income derived from Philippine sources.°* The tax 
rates imposed on domestic corporations are applicable to 


resident foreign corporations. 8° 


The basis of computing the 
tax payable with respect to foreign resident corporations is 
also the net income. 

As in the United States, non-resident foreign corpora- 
tions are treated differently. The siad corporations are 
subject to a flat rate of 35% on their annual gross income. 84 


CANADA 


In Canada, foreign (non-resident) corporations are 
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only subject to tax on the annual taxable income derived 
from Canadian sources. 85 

Foreign (non-resident) corporations are Subj ec het 
the tax imposed upon domestic (resident) corporations under 
Port 21. -05 <the 17a, °° They are also liable to pay income tax 
at a flat rate of 15%, under Section 106, ITA, as previously 
discussed in connection with the tax itabilitytor non-resi— 
dent individuals. In addition, the said corporations are 
subject to tax at the rate of 15% on the amount by which 
its taxable income earned in Canada, as determined under 
Part I, exceeds the aggregate of (i) its Part I tax for the 
year, (ii) provincial income taxes that are not deductible 
under Part I in computing its income from business carried 
on in Canada, and (iii) an allowance for the net increases 
in its capital investment on property in Canada. 

The question whether or not a corporation is "doing 
business within Canada" is taken up in the determination 
of whether a particular corporation is a "resident" or 
"non-resident " in Canada. 
3. Business Income and Unincorporated Entities as Taxpayers 

FRANCE 

In France, the phrase "unincorporated entities" is used 

asia generic term to) refer to certain types of business 


organizations. The more important of the said entities are 
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56 
the’ societe a responsabelite limitee (limited liability 


company), societe en nom collectif (general partnership), 
societe en commandite simple (limited partnership), societe 
en commandite par actions (limited partnership with shares), 
and association en participation (joint ventures). 

A limited liability company resembles a corporation 


87 


Ineocteuctures: iteLeamsuajece CO Corporate income tax, ‘at 


Chesgace Of o07,, On all pDroLrits whether distributed or not. 8 
Members of the company are not taxed on their aliquot shares 
of the firm's undistributed assets. 89 Any income distribu- 
ted to members sg: taxed in the same manner as KER ERCE 
paid by corporations. 29 

A general partnership, in France, is defined as "an 
association of persons carrying on an ere or commer- 
etal eectivity under a common Iirm name, in such a manner 
that all of the partners are liable personally for the debts 
of the enterprise. "91 Membership in a general partnership 
Loe cmLaimLt ec. 0 individuals. Corporations may become 
members of a general partnership. 22 

Panera | partnership is not subject to income tax as a 
separate and distinct entity. Every member of the partner- 
ship is subject to income tax on his share of the partner- 


ship profits, distributed or undistributed. ?° He may also 


deduct his share of partnership losses.?4 Civil partner- 
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ships will not be considered here because their income falls 
under the "non-commercial" category. 2° 

Under Articles 206-3, 239-1, CGI, and Article 22, CGI 
Ann. IV, a general partnership may opt to be taxed as a 
corporation. The option has, however, been rarely exercised 
from the time the rate of tax on corporate income was in- 
creased to 50%. 

The societe en commandite simple corresponds to the 
limited partnership in the United States and the Philippines. 
It has two kinds of partners: the first is the general 
partner whose liability is unlimited and the second is the 
limited partner whose liability is limited to the amount 
contributed by him to the firm, and he cannot participate 
in the management of the business. 7© 

The societe en commandite par actions is quite similar 
to a limited partnership except that, here, the interests 
of the limited partners are represented by transferrable 
shares of stock.’ 

Any association, en participation is a commercial or- 
ganization where the members contribute assets for the pur- 
BocomOmocarey Ings Outed particular transaction, or other 


objective and the sharing of profits and losses therefrom. 28 


No notice of its formation need be made to the public .?9 


In fact, the existence of the joint venture is, as a gen- 


itt 


: : solimagisce ds 

188 ee oizA hae TaD! \EBES (e-008 xaholsaw “a 

- a ror 7 7 

- a © ee a 4d of tq0 went gidexer}=s¢ fé fonee & rf 
a a - 
 ~Beebors exe ylesst assed zevewor: \esn Aoitan eat pie Ogio: 
a. - a - 7 a 
ie: ees wiemdent stetoqion ma x6t to stetsents ont: 1s jt most 
- 


; Tae 


: : a2 eg beewerts 
he 


























¢ : ae _ 

' . =. t . t ‘ : 

eit of ebroqest10» slarke Se fbnsumoo. 08 Sihse soe edt = 
rT * 


eentagslins oft Bre 293 S43 Bhewta oft oe aidd rem zeq, bed. tmif 
-— 


v 


fersuep off eb tevet oft ~etens 164 to -sheia owd Sf 


) 
1 


| a 
- “ - <= . ; 7 ‘ et & _— J aa 7— 7 7 
at BRoose sii Bas batimsfan ef yr ficdsit seotw 26 3 28g 


* 
~~ 


' : ¢ ‘ : «- f ~ => os reat “ex i-ry he have F 
trom ors of betimel ex yori tcect Seen tae Log sesimel 
i 77 


oe 
a2 se +) = rs . . a Z er: 
brs @rtti eft od mid yo Bethesda 
g ad ds 
bh ¥ r ’ ~ rn = —— 7 
: .eeonteud sid to Shencpeiat & i 4 nt 
> 7 


: 










7 } 
vsfimta otiop ef enario& thq = +*herehnios as. steioe 2 od 7 
> ee eo — o® ten, v 
etusssini eft  .sted ,teds gqsox fe 
eafdsrxetenssi yi Sotmestetqe: 236 ai6n 
-1o [ffovemos 6 =i noLiseotorited rs 





—twa adi tol ejeper. otecdizin on exeemem ocd 
yet xO apis oseness asfuotstzeq @ 2 


me Tages asian! bons BeLlorg 30 pHiusie 


6 
7 


. akfddg edt od. obam ed heen ee oa 


ae ote 


* 


7. ‘pe 








pone 


eralru ke, not Pdiisclosedlto ‘third parties, 100 TeSissnot 
considered as a legal entity separate and distinct from the 
participants, and third persons deal only with the indivi- 
dual participants in the venture.101l 

ASVCo whether =a Mimited@ liability company, general 
partnership, limited partnership, limited partnership with 
shares, “or joint ventume*is' a foreign or domestic’ éntity, 
the rules governing corporations apply. 1° 

In connection with the business income tax liability 
of a limited liability Company, a limited partnership with 
shares, and limited partners, the rules governing corpor- 
ations are also applicable and binding. 103 If the 
partners in a general partnership or unlimited partners in 
a limited partnership opt to be taxed under the corporate 
rate, the rules on ‘corporate income taxation will apply.104 
If they do not opt to be taxed under the corporate rate, 
Picetaresrooverming the tax “liability “of resident or’ non= 
resident individuals apply to them, 195 

In the case of an association felepect ro roat rommror 
gOoint venture, each participant is subject to tax on his 
aliquot share of the firm's earnings e °° Nevertheless, 
profitsfrom the joint venture, attributed to limited or 


undisclosed participants, are taxed in the hands of the 


‘ Ce ‘ : : y/ 
firm as if the joint venture were a corporation. 10% The 
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Joint venture may also opt to be taxed as a corporation, 108 
UNITED STATES 

Under Section 76h 4a) sIRC, .a "partnership" is defined 
foOminclude sa syndicate, group,..pool,. joint .wenture; or 
other unincorporated organization through or by means of 
which any business in eneeee Operation is carried on and 
which is not ... a corporation or a trust or an estate.” 
The jai Obs es DaGtnerchi py» inesthe initced, States ,aas 
Mery oGo0acd. 


EEOMe Liencet in utuon seit scans be.said, that..aJjmost adi. 


types of unincorporated entities in France could be consid- 
ereokasi panineishipes, Lor, tax Purposes, iN stbhe. United States. 


ie Uo > wba Code. draws no distinction between general 
and limited partnerships. Nevertheless, limited partner- 
Sfipes ein which thestinancial liability of specified 
partners is limited to their investment in the business 
organization and tin which management is lodged on the gen- 
eral partners alone -- are sometimes difficult to distin- 
guish from corporations. 199 In some instances, said business 
organizations are deemed to be "associations" subject to 
Sw oes icone tak. This, under Section 301, 7.7.01-2, of 
the Regulations, if the organization is not interrupted by 
Pesdenth Of a general: partner, ory by. a. change; ini the owner- 


Ship of his interest, if management of the business affairs 
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is Centralized in one or more persons acting in a represen- 
tative capacity, and if there is free transferability of 
interests and limited liability for the organization's debts, 


it may be classified as an “association” taxable as a corpo- 


ration even though it is recognized popoulimited partnership 
by state Yaw. 

Partnerships are not taxable entities and do not pay 
tax ae Cheirerncome ease provided ror uncer Sectzon. 701, IRC. 
The partnership is considered merely as a "conduit" through 
which income passes into the hands of the several partners. 
Tom usec lear ly wpo1nted OuLsinssection./02,, IRC. A,partner 
is taxed individually only on his share of eal partner- 
ship income, whether or not that income is actually distri- 
buted to him during the taxable year. 

In connection with the ascertainment of the tax liabi- 
lity of partners, the eee regarding individuals, as dis- 
cussed earlier, apply also to them. Thus, whether a part- 
nership is domestic or foreign is not significant. The rea- 
son is that it is the status of the partners as individuals 
which determines whether they will be taxed as non-resident 
aliens and in what class of non-resident aliens they fall. 

PHILIPPINES 
Since ‘the Philippines is basically a civil law country, 


the different types of unincorporated entities obtaining in 
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France can also be found in the Philippines. 

Section 26, NIRC, provides that persons carrying on 
business in general co-partnerships (companias collectiva) 
duly registered in the mercantile registry, or those exer- 
cising a common profession in general partnership, shall 
be) i rable tiomeincome (tax only in their sindividual capacity, 
and the share in the profits of the registered general co- 
partnership (compania collectiva) or in general profes- 
sional partnership to which any taxable partner would be 
entitled, whether distributed or otherwise, shall be returned 
for taxation and the tax paid in accordance with the provi- 
sions on income tax. Thus, general partnerships are not 
taxable as separate entities. 

With respect to "limited partnerships”, since they 
fall within the term "partnerships" in the definition of 
"corporation, " and only "general partnerships” are mentioned 
in Section 26, the said entities are subject to tax as cor- 
porations. 

A civil partnership (sociedad collectiva) organized 
in accordance with the requirements of the Code of Commerce 
is considered as falling within the phrase "duly registered 
general co-partnership", and, as a consequence, is not a 


Le) 


"separate taxpaying entity”. In France, where income 


is categorized into different types, a civil partnership is 
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not considered as earning business income. In the Philippines, 
Since income is not categorized for purposes of taxation, 
civil partnerships are deemed to be earning business income. 

Where the partnership is not registered, it is taxable 
as a corporation under Section 24, NIRC. 

With respect to other unincorporated entities, as a 
general rule, they are taxed as corporations because of the 
very broad scope of the term "corporation" as defined under 
Section (84,2 NIRGS Thus; a’ “joint venture” is “taxed as ‘a 
corporation in the Philippines. It should be noted that a 
"Joint venture" is considered as a partnership in the 
Uni tedsocaces, wand, sihence, in said country, it is not con- 
Sidered as a separate taxpaying entity. 

CANADA 

In Canada, unincorporated entities are not as widely 
utilized by businessmen as they are in civil law juris- 
dictions like France and the Philippines. 

The said entities, in Canada, are also not treated as 
separate taxpaying entities. Thus, under Section 6 (1) (c), 
ITA, it is provided that, in computing the income of a tax- 
payer for a taxation year, there shall be included his in- 
come from a partnership or syndicate for the year whether 
or not he has withdrawn it during the year. 


Another provision governing unincorporated entities 
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Pe oecermnmlon (olla. gelt states that? “For the purpose 


of Part I, a payment or transfer in a taxation year of 
property made to the taxpayer or some other person for the 
benefit of the taxpayer and other persons jointly in a ta- 
xation year shall be deemed to have been received by the 
taxpayer in the year to the extent of his interest therein 
notwithstanding that there was no distribution or division 
thereof in that year." This provision shows that other 
unincorporated entities, such as joint ventures or joint 
ownership of porperty, are also not treated as separate 
taxpaying entities in Canada. 
C. GROSS BUSINESS INCOME 
1. General Discussion 
FRANCE 

In France, in connection with the taxation of the 
income of individuals, there is a necessity to determine 
what business income is because of the schedular back- 
ground of its income tax system. Thus, the French Tax Code 
specifies seven categories of income as follows: i) income 
from real property; ii) income from business; iii) income 
of executives of certain closely held firms; iv) income 
from farming; v) income from wages, salaries, pensions, 
and annuities; vi) income from non-commercial activities; 


and, vii) income from securities and similar income from 
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capital.tt! 


For each of the seven categories, there is a definition 


PLZ 


of gross income. Although a uniform rate is imposed on 


income of different categories, the taxable income is com- 
puted separately in accordance with specific Pulses. > 
Article 34, CGI, defines business income as that 
derived from the carrying on of an industrial, commercial, 
Capminindeactlvrly Ors trom activity as artisan. 
Industrial activity includes manufacture, transforma- 


114 im Article 357 CGi, commercial 


Clon wands eranspor tation. 
activity is described as covering the purchase of goods for 
resale; furnishing of lodging, food, or entertainment; ren- 
tal of machinery and tangibles other than real property; 
and, financial activities such as banking and insurance. 
Mining activity involves the extraction of mineral resources. 
Income from artisan activity is defined as "income from the 
independent exercise of a trade or occupation that is essen- 
tially manual and requires only a limited amount of machi- 
nery and equipment. "115 

Income from the practice of the liberal profession, 
is not considered as business income in France.11© Never- 
theless, it is taxable as income from a "non-commercial" 


Seuty ty. 


fee cOLOaiCemwaici A tleless0—2,, CGL, any sum, ‘other 
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than capital contribution, that increases the net worth of 
a business enterprise, whether arising from an operation 
carried on voluntarily by the enterprise a from an excep- 
tional occurrence, is taxable as business income. Thus, 

an extraordinary gain resulting from the requisition of an 
Ate of a business enterprise, even though it was 
compelled to dispose Om Poel aulOnool ue wlth no voluntary 
acteoneeLo marty, must beataken unto account sin icomputing 


ty 


business income. The compensation paid by a landlord to 


a business tenant on evicticn issalso.considercdias taxable 


118 


income. The same could be said with respect to indemnity 


received by a firm from a competitor in return for an agree- 
ment to limit production to a predetermined quota. tl? 

Grants and subsidies paid by the government to encou- 
rage the decentralization of industry or the purchase of 
new equipment are also considered as taxable business 


HEPA, 


income. thus me iia uSsnNOreuNncommongsto iheanycomplalnts 


about the government taking with one hand what it gives 
with the other.?¢1! 
Furthermore, the cancellation of a debt results in 
Poser DUScmicss income. iin R.M. 3,171, J.0O. 3 May 1929, 
Dehmeeiegy p> .. LOlUN pi WaASmMOeClared thats gains@arilsing from 


the repurchase by a corporation of its bonds are taxable 


as business income. 
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In another case, 12? 


the profit “arising? from the ‘re— 
purchase of an interest-free bearer note at a price lower 
than the amount of the liability of the enterprise, in 
accordance with its books, was held to be taxable income. 
However, the gains resulting from repurchase by a corpora- 
tion of its own shares at a price less than par value are 


123 The reason is that 


not considered as taxable income. 
the transaction is not considered as a cancellation of a 
debt. 

Bhe fLacttithateansactvivity elise illegal does not .bar the 
taxaeton Of the profits arising; therefrom. In C.E. 10 
January 1953, No. 16,084, the taxpayer was taxed for profits 
derived from illegal trade in liquor. In another case, 124 
profits arising from illegal trade in gold and foreign 
exchange were also taxed. 

ice OWI eal Ope NOs o,003, ei. t.was held, that a 
business enterprise is subject to income tax on the diffe- 
rence between the book value and the market value of what 
Ueno enm LOwLtosds oe Oltt. .Hence, injFrance, it is clear 
that gifts to business enterprises are subject to income 
ec 

Lastly;~at should) be pointed out that income from 
business includes income from accessory or secondary acti- 


Dia 


Vities carried on by an interprise. Examples of these 
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are: rent from building owned by the firm, royalties or 
dividends from patents or securities, and income from par- 
ticipants in joint ventures. 

With respect to corporations and other entities subject 
to corporate income tax, it should be emphasized that in- 
come is not computed on a schedular basis. This is because 
the corporations and the entities are primarily organized 
for business purposes. 126 Thus, for corporate income taxa- 
tion, stheydistinection «between “business rncometand those be- 
longing to other categories is not legally meaningful. 

UNITED STATES 

The United States federal income tax is ef a global-unita- 
ry character. The U.S. Internal Revenue Code does not 
classify income into various categories as is done in France. 
This is aptly explained as follows: "Thus, calculation and 
assessment of tax is paved upon the totality of the taxpa- 
yer's income, as reduced to net, without regard to the 
source or derivation of the income. While this is the 
basic eaitew dine of the system, variations do exist under 
which ‘the amount of income included or the rate of the tax 
Pose will vary as to a particular item or class of income 
because of its source or character. However, the tax system 
Bemeesoratr aed cs Ss. Ulitary ... in Concept, “so that Varia- 


tions are viewed as exceptions justified by the factors 
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present in the particular situation. "127 

On the basis of the above discussion, although under 
Section 61, IRC, "business income" is enumerated as inclu- 
ded in the computation of gross income; under Section 62(a), 
IRC, there is also reference to "business" when it states 
that ordinary and necessary expenses are deductible if paid 
or incurred "in carrying on any trade or business"; and, 
as already discussed, the Internal Revenue Code provides 
that non-resident aliens and foreign corporations are sub- 
ject to tax if "engaged in eee in the United States", 
it is very difficult to find jurisprudential material regar- 
ding the meaning of "business income" as distinguished from 
other types of income in the United States. Nevertheless, 
there is no other meaning of "business" except the one men- 
tioned in the discussions regarding the interpretation of 
"carrying on trade or business" and "engaged in trade or 
business within the United States." Accordingly, "business 
income”, in the United States, is income from "business" 
pursuant to the meaning attributed to it when we discussed 
the tax liability of non-resident aliens and foreign corpo- 
rations. 

For purposes of this thesis, since income is not 
categorized in the United States, instead of discussing 


the concept of business income, as distinguished from non- 
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business receipts, the alternative is to delve into the 
distinction between income and non-income items. 

Section 61, IRC, provides that a tax shall be imposed 
on "all income from whatever source derived". The phrase 
"all income" is very comprehensive and, it is clear, that 
the only limitation on its scope, aside from specific exclu- 
Sions, under the IRC, is that which inheres in the concept 


of “income” itselrt.128 


129 “income” was defined as the 


In Eisner v. Macomber, 
Eee wecaim derived from Capital, from labor, or from both 
combined, provided it be understood to include profit 
gained through av’sale or conversion of capital assets ..." 

In accordance with the above definition, certain govern- 
ment subsidies were held not subject to income tax because 
the same did not qualify as "income" within the meaning of 
the Sixteenth Amendment to the U.S. Constitution. 130 

However, presently, in the United States, not all 
subsidies and grants emanating from the government are free 
from income tax. Subsidies which are in the nature of 
eConeributions “to capital are not subject to income tax. 

Tis elimeLcOwm ohoe-cOs.-inc. v. Commissioner, 339 U.S. 583 
Cho50)4eeLt was held * that) contributions, such as land, 


buildings, and cash, designed to induce a corporation to 


locate in a certain commuiity were not subject to income 
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tax. On the other hand, subsidies which are for the purpose 
of defraying the operating expenses, supplement revenue, 

or compensate for the public use of, or for the recipients's 
forbearance to use, income producing property are subject 

to income tax as laid down in Detroit Edison C. v. Commissio- 
Mem, molds: VOSe (943) 

Hence, the rule, in the United States, with respect to 
subsidies is different from that in France. As discussed 
earlier, in France subsidies and grants are always subject 
to. ‘tax. 


131 the U.S. 


In Commissioner v. Glenshaw Glass Company, 
Supreme Court broadened the concept of "income" to include 
allie receipts: which constitute: anyaccession (to ithe taxpayer's 
wealth. Thus, in the said case, it was held that the re- 
ceipt of punitive damages constitutes an undeniable addition 
to wealth, and, thus, the receipt should be deemed to be 
income falling under the broad statutory definition of 
gross income under Section 61. 

As in France, under Section 1.6.-2 (d) (3) of the 
Regulations, gain arising from cancellation of indebtedness 
is income despite the fact that debtor at the time of can- 
cellation receives no money or other saleable property. 


Moreover, compensation received in non-cash form, 


such as shares of the employer's stock, 132 meals and 
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133 and the free use of an employer's pro- 


accommodations, 
perty?>4 are also considered as income for tax purposes. 

As in France, the fact that a receipt is derived from 
an illegal business or transaction will not prevent its 
being taxed as income. Thus, amounts obtained by way of 
blackmail, extortion, embezzlement, or other criminal acti- 
vity are taxable. 135 

Unlike France, in the United States, under Section 102, 
IRC, a gift of whatever nature is not included in computing 
income. The reason is the fact that there is a separate 
tax for gifts levied upon both the donor and the donee. 

PHILIPPINES 

The Philippine income tax system is also of a global- 
unitary character. Thus, as in the United States, for the 
meaning of "business income”, there is a need to look at the 
interpretations of "carrying on trade or business" and 
"engaged in trade or business within the Philippines" in 
relation to the tax liability of "non-resident aliens" and 
foreign corporations". These matters were already considered 
earlier. 

As in the United States, for purposes of this thesis, 
the alternative is to discuss the concept of income as 


compared to non-income receipts. 


Since the NIRC is patterned after the U.S. Tax Code, 
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there is no difference between the idea of "income" in the 
Philippines and the United States. Thus, gambling income, 
income from smuggling, bribery income and all other income 
derived from illegal sources or activities are taxable. 
Rewards to Intormers,. prizes in cash or? in? kind from certal 
competitions or lotteries are also included in computing 
gross ineomel oe 

With respect to grants and subsidies, it is possible 
that, as in the United States, the same would also be not 
subject to tax an the” Philippines if the subsidies consti- 
tute Capital’ co ntrvbutions. “There is no decided case” in 
the Philippines regarding grants and subsidies. 

As in the United States, in accordance with Section 29 
(b) (3), NIRC, amounts received as gifts are not included 
in computing income. 

CANADA 

In Canada, as in France, the question as to whether or 
not income is derived from business is important because, 
under tts tax system,’ income is also classified into severa 
categories, as follows: i) business income; ii) income 
from property; and, iii) income from office and employment. 


The Canadian tax system is also™similar to™France in 
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that, although the various categories of income are computed 


Separately, there “isa uniform tax rate for all categories. 
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However, unlike France, in Canada there is no conclusive 
presumption that the income earned by a corporation is 
"business income". 

Section 4, ITA, declares that income from business is 
the profit from business. "Business" is defined in Section 
PS °m1), SLPA BeAS=previouslyidiscussed, itestatessthat 
"business" includes a profession, calling, trade, manufac- 
ture or undertaking of any kind whatsoever and includes an 
adventure or concern in the nature of trade, but does not 
include an office or employment. 

One of the leading authorities with respect to the 
meaning of "business income" is the English case of Graham 


Whe Green, 138 


~n this case, the winningsof the apellant on 
horses constituted his sole source of income. The Crown 
contended that the winnings were taxable as profit from 
business. It was held that the proceeds of a bet did not 
constitute business profit. It was explained that a bet is 
merely an agreement that one person should pay another some- 
thing on the happening of an event. There is no relevance 
between the happening of an event and the acquisition of 
property because the event does not "produce" the winnings. 
However, it was declared that a concern in 


the nature of trade or an adventure of trade could be orga- 


nized in a manner whereby the winnings are not derived from 
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the activities of the organization. 

tinea, Canadzan case, 139 the taxpayer attended the races 
regularly. He owned an interest in at least three race- 
horses from which he made very little profit after taking 
care of the expenses. He bet heavily and continuously 
through the "pari-mutuel system". The taxpayer usually 
realized a gain. It was held that the taxpayer was carrying 
on business. The conclusion was based on the following 
facts: that he had an interest in several horses; that he 
attended the races systematically; that he bet heavily not- 
WEE Seon Lice enate NeaCould mote attordmto losesssand, that 
he had the advantage of inside information from jockeys and 
other persons because of his ownership of race horses. 

However, in M.N.R. v. Morden, 17° a habitual gambler 
who engaged in various kinds of gambling and did so for 
excitement was not held taxable on his gaming gains because 
his gambling could not be said to have been organized as a 


business. In another case, +41 


EL Awase pointed out that 
prize money won by a retail merchant in a solitary lottery 
and totally dependent on chance was not business income. 

Thus, G€arnings arising from ™a solitary act of gambling 
or gambling for pleasure or gambling in an unorganized 


manner are not considered as business income. On the other 


hand, gains from gambling in a systemating or organized 
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Manner is considered as income from business. 

With respect to the taxability of income from illegal 
activity, there is no difference between Canada, France, 
the United States, and the Philippines. 

In the No. 275 dane see was assessed on her 
earnings as a prostitute. She contended that her income 
was not derived from business. On the alternative, she al- 
so claimed that, even if her earnings could be classified 
as business income, the State should not share on it because 
mee nesulited tromssomething evil) per se- «it was held that 
the earnings were derived from business. Moreover, it was 
stated that, once the fact that the income arose from busi- 
ness is established, the taxing power is no .longer required 
to look into the character of the business in question. 

It should be emphasized that a taxpayer could split 
his businesses or have income from more than one business 
for purposes of taxation. This was the rule laid down in 
Burnaby Paperboard Ltd. v. M.N.R., 68 D.T.C. 12, a litiga- 
Evonsinvolvings the deductibility of asidess item. In) this 
case, the appellant's operations were divided into an 
eastern and western division. The eastern division activi- 
ties consisted mainly of the purchasing and vending of 
roofing products. The western division included a paper 


Nieblyas feltiplent, Jar steam plant, the manufacture of 
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roofing materials and the merchandising of roofing and 
building materials. The appellant sold its roofing busi- 
ness, including the goodwill attaching thereto, and the 
right to use the brand name "Sidney Roofing Products". The 
physical assets used in the manufacture of roofing products 
included in the sale were roofing and saturator machines, 

a finished product warehouse, an asphalt packaging plant 
and flux tanks. The assets sold amounted to 25% of the 
physical assets: of the: complex., The accounts receivable re- 
lating to the roofing business were included in the sale 
except for those few which also bought paper products. 
Afceqgnatsposang! Of Hees roofing business, the appellant 
changed its name to Burnaby Paper Ltd. Since the receivables 
were sold for $40,000 less than the face value, the appellant 
claimed the’ said amount as a deduction after complying with 
thomreaudrementsoL! Sectiom 85D, ITA « The, Minister, dis— 
allowed the deduction. It was held that the $40,000 was 
properly deductible. It was pointed out that substantially 
all of the tangible and intangible assets of the roofing 
business were sold. Moreover, the appellant renounced its 
former name and agreed that it would not compete in the 
roofing business in Canada for a specified period of time. 
In accordance with the rule that a taxpayer could have more 


than one business, the roofing business was considered as 
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different from the other activities of appellant's holding 
company. Thus, the sale of the same was adjudged as the 
sale of a business entirely separate from that of its mill. 

Watts’ ve M.N.R., +43 is a case involving the distinction 
between gift and business income. Here, the respondent re- 
cCemvedesums Of 54,000 and’ $15,;000"for participating in” an 
architectural competition. The Minister assessed the 
amounts as income from business. The respondent contended 
that the same should be considred as gifts. It was held 
that the moneys were received as a result of a contractual 
relaervonship falling under the definition of “business" 
ine accordance with Section 139° (1) (e). 

In another eAise coat the appellant corporation applied 
for and was entitled to payment from a hurricane relief 
fund raised to provide assistance and relief for people in 
Ontario who suffered as a result of the storms and accom- 
panying floods. The money was raised by donation. The 
measure of payment was in accordance with the value of pro- 
ven losses. The appellant was paid $40,000 representing 
compensation for loss of crops and losses of containers and 
supplies. The Exchquer Court held that the compensation was 
NOESDUSthessetnCOMew = LEasaid: 

"The gift here in _question, it seems to me, is 


of an entirely personal nature, wholly unrelated 
to the business activities of the appellant. 
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The fact that the recipient is incorporated and 

that the gift was a large one does not affect the 

true nature of the payment, which, in my view, 

is precisely of the same kind as if the amount 

had been received by a neighbor of the appellant 

who had suffered .flood damage but who was an 

individual and received less than did the appellant." 

It appears that, in Canada, unlike the Philippines and 
the United States, as can be gleaned from the foregoing 
case, a gift relating to the business activities of the 
donee is subject to income tax. 

The problem as to whether or not money received as 
government subsidy constitutes "business income” is inte- 
resting. As a general rule, the problem is resolved along 
considerations of drawing a distinction between business 
Capita band income. y Invariably,, the,decision is that 
money received as subsidy from the government is not taxable 


145 There is also the view 


because it constitutes capital. 
that money given as subsidy is not taxable because the 
; 146 

government should not tax what it gives. Thus, the rule 
in Canada as to subsidies is the exact opposite of that in 
PG AIC .S « 

Income derived from foreign exchange transactions have 
on several occasions, been adjudged to be taxable. 


Te an English manu- 


In Imperial Tobacco Ltd. v. Kelly, 
facturer bought some American Dollars for the purpose of 


purchasing raw materials in the United States. The manu- 
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facturer due to "impossibility" failed to purchase the 
necessary raw materials. In the meantime, the American 
Dollars increased in value. As a result, the manufacturer 
made some profits. It was held that the profits were taxa- 
Bie business income because the Dollars were purchased as 

a first step to an intended commercial transaction. Also, 
the fact that the intention to buy raw materials became 
impossible to perform did not mean that the Dollars lost 
the revenue character that attached to it when the same was 
origwnalive bought. 

In a Canadian dase mee the appellant arranged for a 
bine credit in “Sterling through a*London bank in order to 
pay its British suppliers. The Pound was later on devalued, 
and, because of this, the appellant made some profits. The 
profits were adjudged to be taxable business income. The 
reason was founded on the fact that the purchase of the 
dollars was a necessary part of the appellant"s trading 
operations. There was also evidence that the buying of the 
Sterling was for the purpose of speculating in currency. 

Forgiveness of a debt is another complicated topic 
relating to business income. This was the subject of con- 
EROveLsy itm Oxford MotornseLtd. iv: M.N.R. 149 Here, due to 
certain credit restrictions, the appellant, a car dealer, 
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car manufacturer agreed to give a rebate of $250 per car. 
Each time a car was sold the rebate was applied to the 

| outstanding indebtedness of the appellant. The Minister 
claimed that the rebates constituted profits earned in the 
course of business. The appellant contended that it was 
merely a foregiveness of a debt. It was held that the pro- 
fit realized was taxable business income. The fact that the 
rebates took the form of credits did not alter their true 
nature or make them the forgiveness of a debt incurred in 
a previous year. The rebates were so intimately related to 
the appellant's trading operations that the profit realized 
could only be a profit from business. 

Compensation paid for the cancellation of a contract 
may or may not be considered taxable income. In Edgerton 
Buel smitcd sive. MonsR., 129 where the contract was considered 
fundamental to the business of the appellant and constituted 
the whole structure of the appellant"s profit making appara- 
tus») the contract was adjudgeds “to be a capital asset. 
Accordingly, the compensation paid for the cancellation of 
the contract was held to be a capital receipt not subject 
EOmeas. 

Unlike France, in Canada profits from service businesses 
and the practice of the professions are unquestionably 


taxable as business income. However, where payments are 





ert gee ee 


se-bribt eft snare at=3 o 

















aris wt Beanie astiotd 


asw tf tars be Pyrts tae 
oo 
“4 






S 


te 


-oxg sta sent Brent asw 22 


a) 

ia 
. 2 

_ 

w 

- 


tan 


net = e 


Ly 
=, 
Ay 
u 
uj 
(7 
* 
t~ 
hi 
“3 
. 
3 
fo 
ia 
—_- 
rot 
7 
= 
is 
cad 
-¢" 


7 @ 
- gee eee 
suis tketd astise Jor bil exsBSad 20 ago sick 
at. Bexwont tdeb B20 ae gneVipe ton iy meric 
7 7 : aj 
. » ae : eon ‘ 
sj bedgetort viedvemilont OF Se ( astedex “sil 
; : - 4 P i. ee ee 
sy tiztowg sid wads -ehetoesene- onibeit: 


keervt ~ +e ricve felieonse. « fad woe bieg ot ‘pesiogmod 
Li) 4 2 ) A ee = = “te 


. , , aT a a aan = 
ettioontsé Ssidsxs Senmhsanoo sk 20 Yeu 10 


¢ i it 
: - 
het — <<. 7. 
. > ion ¢ ae P ps 
bi H SEW FOE shee; *)) fc2 € 2x11 ed eXhel , Behl 
Sno Lened eby SBYXOMIOD Site 2 ae th ed iJ 


rez 4 x 
Die treiégoads sisi To eaSarere onf Oe 


sxscer pittsm t£totg a*tneliogas eda 10; sand Sane 
jae | 7 : 
es Iettcss 6 od oF bephev(hse saw sost —_ 
j ‘T art 
to noigsifectteo eft ol bE8G gocsst i aiclin 


. » a 
roar rico hort tafa00 2 a rec oe et — og plot uEW 


a ee Lee 2 


aa 
= 


f , ’ a 
qSeSenlLeuG eviviss mows etiioiq: ioe nt Sor 
es 7 d ao _ 


>? om 
P ene 2B se apolasoies Ba + 2c 
ri a 
al serve “semoniic 


ee ees ie 





SL 


made for services rendered or to be rendered in a manner not 
within any reasonable conception of carrying on trade or busi- 
ness, there is some complication. The general rule is that 
the earnings are not considered as business income arising 
from services rendered. Nevertheless, if the gains arise 
from trading ventures or concerns, or profit making schemes, 
although the transactions relating to them may be isolated, 
the gains are usually considered as business income arising 
from services rendered. Thus, in Campbell v. MON ZR. , +> a 
professional swimmer contracted with a Toronto newspaper to 
swim across Lake Ontario and to give it the exclusive rights 
to the story. She was supposed to get $5,000. She failed 
to swim across Lake Ontario. She was anyway, paid for her 
efforts. The payment was held to be professional income. 
The emphasis was on the fact that there was a practical 
business compulsion on the donor to make the payment. 
2. Gross Income From Business Defined 
FRANCE 

in France,’ the gross *benefices industriels et 
commerciaux (income from business) is defined as the re- 
ceipts from all operations carried on by the enterprise 
including gains from the sale of capital assets. 

Under Article 38-2, CGI, corporate gross income in- 


cludes all receipts that flow into the enterprise during 
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82 
the fiscal period, except apports (capital contributions). 


Thus, regardless of whether the taxpayer is an indi- 
vidual or a corporation, gross business income is computed 
by adding all receipts from "business” within the context 
of our previous discussion. 

Pilthoughucapital comtributions vase never, treated as 
income from business, capital gains are considered as form- 
ing a part of gross business income. Nevertheless, capital 
gains are taxed in accordance with specific rules. 

As to individuals, they are, with certain exceptions, 
nOtESUD)JeEGt cLO Atax .on Capital gains arising from the sale 
of "non-business assets”. 

The exceptions relate to capital gains arising from 
the transfer on expropriation of unimproved land for building 
purposes, the lending of securities, the sale of buildings 
by contractors and the sale of real property held for less 
than five years. 

Regarding the transfer or expropriation of unimproved 
land for building purposes, in accordance with Article 35, 
me eaNow oles eA Of,Decembers 19, 41963, the taxable capital 
Gainssconsist of the difference between the price of the 
sale or expropriation indemnification and a sum equal to 
the price for which the property was bought by the taxpayer 


or by his forbears if the taxpayer acquired it by gratuitous 
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title. It should be noted that the acquisition price is 
increased by 25% to cover purchase and other related expenses. 
It is also increased by 3% for each year the seller has held 
the property. The amount of capital gain computed, in 
accordance with the above formula, is subject to tax rates 
for individuals only to the extent of 50% if the property 
Was acquired by gift or inheritance.’ In any other case, the 
tax is imposed on 70% of the amount in question. The per- 
centages of 50% and 70% were respectively reduced to: 30% and 
Seat Oreesa Ves occurring "1n/ 963 fand “964; 35% and’ 55% for 
sales in 1965; 40% and 60% for sales in 1966; and, 45% and 
65% for sales in 1967. Moreover, under Article 35, capital 
gains are not subject to tax when the total amount for a 
taxable year does not exceed 50,000 Francs. For capital 
gains between 50,000 Francs and 100,000 Francs, the diffe- 
rence between 100,000 Francs and the capital gains is taxable. 
If thecapital gains exceed 100,000 Francs, the entire amount 
is taxable. 

The above rules also apply to the taxation of capital 
gains arising from the conveyance of securities. 

In France, non-resident individuals engaged in the real 
G€state business are subject tol}both the tax on capital gains, 
Under Article 35, to the extent of 50% of the gains and the 


income tax at the ordinary rates pursuant to the provisions 
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of Article 4, CGI. However, the tax paid under Article 35 


may be claimed as a tax credit for purposes of paying the 
bas, underrArticles5;,4CGL: 

Gainsearisingefrom the sale.of,a building jby a con- 
tractor, under Article 28-IV, Law 63-254, March 15, 1963, 
are specifically made taxable as capital income at the rate 
of 15%. However, the gain must be earned by a contractor 
who is habitually engaged in the construction and sale of 
buildings. If the contractor is not habitually engaged in 
said transactions and the sale qualifies as a “purely 
occasional" transaction the gain would be exempt from tax. 
In mada, the gain would be treated as a taxable ordinary 
gain if the contractor is habitually engaged in the construc-— 
eronmend selling ’of buildings. If the gain 1s “purely 
occasional”, it is not taxable because capital gains are 
not subject to tax in Canada. The Canadian rule is similar 
to those in the Philippines and the United States. The 
only difference is that capital gains are taxable in the 
Latter. countries. 

The rules pertaining to the taxation of capital gains 
from the sale of real property held for’ less than five 
years are provided for under Law 63-1241, December 19, 1963 
and Decree 64-80, January 29, 1964. The tax applies to 


sales of all real property, whether improved or unimproved, 
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and whether used for housing, indusrial, commercial, or 
other purposes. Nevertheless, the tax does not apply if 
the seller is able to show that he acquired the property 
Weenoucespeemavive=intene.s -Pursuant—eto Artie@ler1l53%08 Cir - 
CUler 06 february L969, LtPis conelusivelyspresumed that 
the seller had no speculative intent if he is able to show 
that: a) in the’ period since’ he acquired the property, or 
since he constructed the building thereon, he personally 
or his spouse or an ascendant or descendant relative occu- 
pied the property as residence and”) that’ the sale had 
been motivated by a change of residence or family reasons 
(motivee par une meilleure utilisation familiale). The 
gains are taxed at the ordinary income tax rates for indi- 
viduals. 

With respect to the sale of business assets, there is 
no difference between the tax treatment of capital gains 
betweeen individuals and e€orpoLrabions) pursuant tovAct No: 
65-566 of July 12, 1965 and the Administrative Instruction 
Somali Ccie ko, L_96C. 

The capital gains tax on corporations depend upon whetler 
the gain is long-term or short-term. Short-term capital 
gains arise if the asset trasnferred was acquired or created 
less than two years before the transfer. The capital gain 


is long-term if the asset was acquired or created two years 
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Or money praorite) ithe vsailie. 


Short-term capital gains are taxable at the ordinary 
rates. However, payment of the same could be made over a 
period of five years. Long-term capital gains are taxable 
immediately but only at the reduced rate of 10%. 

It is important to note that gains arising from the 
Sale of capital assets, subject to depreciation, are always 
considered as short-term gains regardless of the holding 
period if the profits arise out of depreciation deductions. 

Since capital gains are treated differently, it is 
important to know the distinction between Magst sjcseWl Tole Wieysy 
and "ordinary business income”. 

ABticlese35-1> ,tol 6, CGI, consider business income 
as the income of persons who habitually buy and sell in 
their own names (marchands de biens) real property; going 
concerns or interests in certain real property companies; 
those who act as brokers involving the above transactions; 
persons renting to otherscommercial or industrial establish- 
ments equipped for operation; as a general rule, those who 
subdivide lands; and, certain concessionaires and others 
engaged in special activities. 

Hence, business income can only result from “habitual 
Coodiieweelo ther indome doesenot arise from “habitual 


Eastgate tsa Capital gain. 
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In determining whether trading is "habitual", the 
number ol transactions,/ the length ofthe various holding 
periods, the nature and quantity of the properties involved, 
and the magnitude of the operations are taken into account.+°? 

A mere isolated act of trade, as a general rule, is not 
treatecdeas CONsi@ luting pusiness activity» = ‘The “activity 
producing the income, aithough not necessarily frequent, 
(eee eCard wire Ceh os April 2Os7 @ NO. s0no>2, Where 
a taxpayer within a year sold or exchanged seven automobiles 
bought by him and also sold some other items, it was held 
that, because of the repeated nature of the operations, his 
Pegrtts Were taxable as business income’ “In ClE. 16 July 
Doi NO. //,555, the Profits Of a-salesmean engaged in six 
commodity transactions over a period of three years were 
considered to be ordinary gains. 


In another Casa 


the taxpayer transacted business 
through a specialist in the stock market who was given a 

nig 80 Ml power of qecorney.. dwenry-tour Sales were made during 

a 12-month period. Out of the 24 sales, 12 involved shares 
held for less than one year. The taxpayer was held to be 

a habitual trader and, hence,his earnings were not considered 
Peewapical gains but ordinary income. 


hiaSscLl another case, 154 an individual who had made 


several hundred transactions yearly during a period of four 
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years, involving a total of 130,000 shares in 80 different 
companies, was also held to be a habitual trader. 

There is, however, an exception to the rule that 
"business activity" can only arise out of repeated transac- 
ion Wane Cy 

Cote eee Lye oo4 a NO. Lo, 560m iseillustrative... In 
this case, an individual inherited certain stocks of goods 
and disposed of it over a.number of years. His gains were 
considered as taxable business income on the ground that 
an isolated act will result in business income if its exe- 
cution is performed over a long period of time. Hence, des- 
pite the absence of the element of "repeated transactions", 
if the execution of the "isolated transaction" is done over 
a long period of time, the income arising therefrom will be 
considered as business income. 

Due to the conclusive presumption that corporations 
are organized for the purpose of engaging in business, gains 
arising from isolated transactions of qorporations are taxed 
as ordinary gains.1°° 

The nature and the quantity of the properties bought 
also determine whether or not a person is a habitual trader. 
The earnings of a person who buys numerous real properties 
or the goodwill of business enterprises upon the sale of 


the same are definitely ordinary rather than capital gains. 1° 
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In the above example, because of the nature and quantity of 
the properties purchased, the presence of "speculative 
intent" cannot be denied. In like manner, the income of 
individuals engaged in subdividing land for resale is clearly 
an ordinary gain. 1°7 

As previously stated, Capital gains arising from the 
Sale of "non—-business”™ assets by individuals are, subject 
to certain exceptions, exempt from tax. The French Tax 
Code does not give any definition of a "non-business" asset. 
However, from the decided cases, it can be implied that a 
“non-business” asset is one which is not utilized by an 
individual in his trade or business. 

Thus, gains realized by an individual inventor on the 
Gueright sales of all his rights in a patent are not subject 
Pominecme taxation. in R.M., 7,068, J.O. Vl September 1948, 
Debs A.N., p. 60498, it was declared that the immunity from 
taxation extends to the situation where the inventor sells 
his rights in the patent for periodic payments, including 
royalties geared to the amount of sales. Article 1, Circular 
2,248, 31 July 1948, declares that the immunity extends to 
the case in which the inventor exchanges his patent for 
shares in the corporation that wiil exploit the patent. 
fpeeeti 2, /o7,.0,0. 9 June 1962, Deb. A.N., p. 1630, it 


was stated that if royalty payments are free of tax in the 
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Hands Ofte rhe inventon as price of all his rights in a patent, 
payments remain free of tax in the hands of the heirs. 

It should be emphasized that, under Article 92-2, CGI, 
thes ni emexenpe ing cron vax Gains onmoutriant sale, of the 
inventor's patent does not apply to gains on the sale of 
trademarks, secret processes, or formulas. Moreover, in 
accordance with the said provision, authors, composers, or 
their heirs do not receive special treament. Hence, gains 
on the outright sale of a copyright is taxed in the same 
manner as royalties are taxed. Royalties are taxed as 
"non-commercial" income in France. 1°8 

Another important rule, regarding the sale of patents, 
toethats the doctrine of “habitual trading is not applicable 
to the individual inventor. The rule that exonerates from 
tax the proceeds of the sale of a patent by an individual 
inventor applies regardless of the number of patents the 
inventor sells or the frequency he engages in said transac-— 
basis eee 

Let us summarize the concept of capital gains with res- 
pect to individuals by way of example. Let us assume that 
a person engaged in the business of selling cars owns a tele- 
vision and a building used as the office of his car selling 


business. Lienemsells thes celevision, ne Ls. deemed to have 


sold a non-business capital asset. Hence, he is not subject 
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to tax on ais profits. If he sells the building used as 
eftice for* hrs business, he tsfconsidered to have disposed 

a business asset, and is, thus, subject to capital gains 
tax. The earnings are not treated as ordinary gains because 
the selling of buildings is not his business. If he is able 
to sell cars, then his gains are subject to tax as ordinary 
business income. 

It is respectfully submitted that the exemption from 
Gaprcal Gains” tax as €O profits arising from the “sale of 
"non-business" assets does not apply to corporations. The 
Weason 2eftor this ts the presumption that “a corporation is 
organized for the purpose of doing business. Thus, all its 
assets are business assets, whether they be capital in na- 
ture or inventory. 

The taxation of capital gains in France is very compli- 
cated. It violates the fundamental principle that a statute 
should be clear and simple in order to avoid confusion and 
unnecessary litigation. It is respectfully submitted that 
the problems regarding the tax treatment of capital gains 
can considerably be eliminated if France abandons its hesi- 
tant attitude to tax capital gains all the way in accordance 
with the system in the United States. There is no’ way of 
reconciling American and civil law tax concepts. The 


Philippine experience has shown that any attempt to integ- 
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rate civil law with American common law concepts can only 
result in confusion. Since France already adopted certain 
aspects of the American system of taxing capital gains, it 
wee lvettewltcne nove -Leernative but=torsadoptr the’ rest*®or to re- 
cue tO theepurel yy -Prench treacmeneson capitalugains: 
UNITED STATES 

Again, due to the global-unitary character of the U.S. 
tax system, there is no definition of gross business income 
in the Internal Revenue Code. However, in accordance with 
Section 1261-3 of the* Regulations, the’ "gross income” of a 
business enterprise normally means its "total sales, less 
the cost of goods sold, plus any income from investments 
and from incidental or outside operations or sources". 

As a general rule, the cost of raw materials, direct 
labor costs, and other direct charges are included in the 


ul , ; : 
60 If inventories are consi1- 


termcost ot goods sold™. 
dered as an income-producing factor, then the costs of 
goods sold represent “inventory at the beginning of the 
taxable year, plus inventory purchases, direct labor costs, 
supplies, and other direct charges, less inventory at the 
close of the taxable Se an 

As in France, capital gains are included in computing 
gross income and there are special rules governing the 
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the taxattonrofecapittalvgainsy inthe United States, 
depends upon whether the gain is short-term or long-term. 
If the holding period with respect to a capital asset is 
more than six months, the gain arising from the sale of the 
same is considered long-term. If the holding period is for 
a shorter time, the gain is short-term. 

With respect to individuals, there are two alterna- 
tive preferential treatments regarding the taxation of 
long-term capital gains, as follows: the gains are taxa- 
ble at the ordinary rates to the extent of 50% or the gains 
apecmuaxibleeingrsulleatithe trate of 25%. As to corporations, 
Capital gains are taxed only at the rate of 25%. 

There is no preferential treatment accorded with res- 
pect to the taxation of short-term capital gains. 

It should be noted that, in the United States, non- 
resident aliens are not subject to capital gains tax. 

Unlike France, in the United States, there is no rule 
that individuals are not subject to tax on the sale of non- 
business assets. However, it is important to understand 
the concept of capital gains because of the preferential 
treatment given to the same. 

In the United States, unlike Canada and France, the 
question as to what constitutes a capital gain is deter- 


mined without a consideration of the concept of business 
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income. This approach considerably simplifies the whole 
problem. 

There are two factors involved in the classification 
Oreo ingacucapita)) Of sOLctnasy.  Onestactor relates to the 
Macure. of sthesasset sinvolved: . forycapital treatment to 
exis ~~ thewasset must be a "capital asset”. ,The second 
factor relates to the nature of the transaction giving 
rise to the gain. Under the Internal Revenue Code, the 
transaction should be an "exchange or sale". If the profit 
aAmucocmrcomatsale.og exchanges of a "capltalsasset%, it 
is considered as a capital gain. 

Secbionme oan lRemcelinessasu Capllalsasset “Sasi pr o— 
perty held by the taxpayer, except the following: i) inven- 
tory, stock in trade, property held by the taxpayer prima- 
rily for sale to customers in the ordinary course of his 
trade or business, and accounts or notes receivable 
acquired in the ordinary course of trade or business; 

ii) real and depreciable property used in the taxpayer's 
trade or business; iii) copyrights, literary, musical, or 
artistic compositions and similar properties, if the tax- 
payer created such property by his personal efforts or 
acquired the property from its creator by gift or in a tax- 
free exchange; and, iv) certain short-term govem mental 


discount. Thus, anything not falling under the exceptions 
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enumerated above is considered as a "capital asset". 

"Sale or exchange" is not defined in the U.S. Tax Code. 
To ascertain its meaning, it is, therefore, necessary to 
resort to case law and certain statutory provisions. 

Section 1232, IRC, provides that the retirement of 
certain corporate and governmental bonds, debentures, and 
other certificates of indebtedness shall be treated as a 
"sale or exchange”. However, in judicial decisions, the 
collection of a debt or the settlement of a claim is not 
considered as a sale or exchange. 1©3 Thus, the transactions 
enumerated under Section 1232 should be considered as excep-— 
tions to the general rule that the collection of debts or 
the settlement of claims do not fall within the meaning of 
Men les ore exchange “. } Accordingly, samountsticollected for 
debts or by reason of the settlement of claims are not con- 
sidered as capital gains. 

Eurchermore, section 124), IRC; provides that the 
"Sale or exchange” requirement is satisfied when a lessee 
obtains payment for the cancellation of a lease, or a 
distributor of goods who has a substantial capital invest- 
ment in the distributorship receives payment for cancella- 
Glonwor the distributorship agreement. In the situations 
mentioned, the payments are considered as capital gains. 


As previously discussed, in Canada, the said payments are 






















ae 

ae : -, 

_obod set! eat oid me Bs eas “epeincione 
of ‘yiseadoen yet | edition 63 


pertanys = oa bas wel 
To Jnexer tow add std sob ieOxd nr ces 
frs estinéedet eibaod” Ledtierbrever Biss) 


s es hednows sd Olea gebdbodutbet 20 
ant \snpretoed tebotect oe Aevsvoll aaa 
Son at miso 5 to Juemeiites sis to tdeh 6 Wa 
sfostosensst any \eve? FOL copiers so-slse 8 
-qeoxs 25 bextebianos od Diyodte SEst nokise® eb 
“6 pidohto doLaael ion shit asad2 Eile Ceveaep ef oF ® 7 

i9 peiarisem ois aLddiw [fed text ob aitke fo. 28 41a8 ele ee sa 
tot basseifos atavons Kiesae oer he) ‘ sine r a 

; 

-nos ton sve, emrslo: 20 snaneiddes aft To coones (0 sadeb 


-tiisp, Des Le 7 ? BE 


edi isi sebivexq (AL yiese iach 


secesl cs new Sefiesiee ex desties2ipea ug ‘ 
. Eto \ecet B Xo noida tsaone’: ae er so 


—Jesvat. te4 iapo ‘Persontedae a eet , 


oe ah Paen 
“silooiss to¥ aomanves cove ite ‘ 


oe = - 
anotisusie edsyre er i aes 






ie 4 eee ; » ; 5 fh StF 
a 7 
7 > an 


96 


also considered as capital gains. 

In Commissioner v. Green, 126 F 2d 70, (3rd Cir. 1942), 
it was held that the transfer of property pursuant to a 
foreclosure is a "sale or exchange". However, in Polin v. 
Commissioner, 164 it was held that a compromise payment on 
a note does not constitute a "sale or exchaige” where the 
mortgagor is actually not personally liable, and, hence, 
the creditor does not have a capital gain if the payment 
exceeds the face value of the note. 

The transfer of a capital asset in satisfaction of a 
valid claim against the taxpayer is considered a "sale or 
exchange”. If the property which is the subject” of >the 
claim appreciates in value, the increment is considered as 
capital gains. 165 Taus,;sthe transfers or avcapttal@assct 
to satisfy the claim for support of a former spouse was 


Govcwderca ac falling within tne term “sale? or exchange". +©© 


The claim of a beneficiary from an estate involving a money 
legacy was also considered as "sale or exchange", 167 

The relinguishment of certain rights to income is con- 
sidered as satisfying the requirement of "sale or exchange". 
Hence, in McAllister v. Commissioner, 1©8 the relingquishment 
of an estate for life for consideration was adjudged as a 


"sale or exchange”. On the other hand, the reliquishment of 


other interests is deemed merely a surrender of rights pro- 
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ducing ordinary income. Consequently, the relinquishment of 
an employee's interest in an employment contract was not trea- 
ted as a "sale or exchange", 1©? 

The disposition of non-mineral rights on a royalty 
basis, such as patents or literary creations, by the owner 
is considered as a "sale or exchange". 1/0 However, the 
disposition of a mineral interest on a royalty basis is 
not treated as a “sale or exchange", +/+ 

Lastly, the transfer of less than all the substantial 
rights in a patent is not treated as a “sale or exchange” 
an aceordance* with Section 12357 IRC: However, under 
Herwig v. United States, 172 the transfer of a divisible 
interest in other types of assets, such as the right to 
explont a COpyrigivted work in television, is treated as a 
"sale or exchange”. 

Viewed in the light of the foregoing, it is very 
difficult to come up with a general definition of “sale or 
exchange”. The question whether or not a transaction is a 
"Sale or exchange" must be resolved in accordance with the 
existing facts and the nature of the transaction. 

Poise PINES 

As in the United States, because of the global-unitary 

character of the Philippine tax system, the NIRC does not 


contain a definition of "gross business income. Section 
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43 of the Regulations simply defines it in almost similar 
terms as its U.S. counterpart. However, there is no doubt 
that "gross business income" is the income of persons or 
entities "engaged in trade or business” as earlier discussed. 

As in France and the United States, capital gains are 
aksomincludedain computing gross ineome and there’ are spe- 
Gial rules pertaining to it. 

The taxation of capital gains in the Philippines also 
depends upon the holding period. In accordance with Section 
34, NIRC, if the capital asset sold or exchanged was held 
by a taxpayer, other than a corporation, for not more than 
twelve months, the gain is taxable in full at the ordinary 
income tax rates, However, if the property was held for 
more than twelve months, the gain is taxable at the ordinary 
rates only to the extent of 50%. 

Corporations are not granted any preferential treatment 
Hamconnecuton with the taxation of capital gains. 

In the Philippines, as in the United States, individuals 
are subject to capital gains tax on the sale of non-business 
Capital assets. 

Since capital gains enjoy preferential treatment as 
compared to ordinary business gains, it is also important, 
to know the distinction between capital gains and ordinary 


gains. 
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In the Philippines, as in the United States, the mea- 
ning of capital gain is considered independently of the 
concept of business income. Likewise, there are two factors 
affecting the determination whether or not a gain is of a 
Capital variety. The transaction must be a i) "sale or 
exchange", and ii) it must involve a capital asset in order 
that the gain arising therefrom may be classified as capital 
gain. 

With respect to the rules as to what constitutes 
"sale or exchange", there is no difference between those 
obtaining in the United States and in the Philippines. In 
fact, Revenue officials rely heavily on American rulings 
and jurisprudence on the matter. 

The NIRC states that the term "capital assets” means 
“oroperty held by the taxpayer (whether or not connected 
With “his trade or business), but does not include stock 
in trade of the taxpayer or other property of a kind which 
would properly be included in the inventory of the tax- 
poy cieure Onenandvat thevclose of ther taxable year, »-Or pro-= 
perty held by the taxpayer primarily for sale to customers 
tieGic Ordiliary Course Ot his trade or business, “or property, 
used in the trad or business, of a character which is 
Subyecu tOomcie allowance for depreciation? ...7) onpreal pro- 


INAS) 
perty ‘used in the trade or business of the taxpayer”. 
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Unlike the United States, in the Philippines, under 
Section 22 (b), NIRC, non-resident aliens: are subject to 
Capital gains tax in accordance with the ordinary income 
tax rates imposed upon individuals. 

CANADA 

In Canada, in accordance with Sectims 3, 4, and 
bo? AUEV(e) P=IREASthe gross business income" of a tax- 
payer refers to income for a taxation year derived from a 
calling, trade, manufacture or undertaking whatsoever 
and _ includes an adventure of trade or concern in the 
nature of trade but does not include an office or employment. 

Capital gains are not subject to income tax in Canada. 
Thus, it is important to know the distinction between eae eel 
gains and income from business. 

As in France, in Canada, the CONCeDt of §'Capital gains " 
is considered in relation with the concept of business in- 
come. H,wever, in ee, the approach is simpler because 
the only question considered is whether or not the taxpayer 
eras habitual” trader’: It is respectfully submitted that 
it is more difficult to ascertain what constitutes a eCapaitad 
gain" in Canada because of the existence of so~called concert 
of "adventure or concern in the nature of trade". The said 
concept does not exist in the United States, France, and 


the Philippines. As already stated earlier, in the Philippines 
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and the United States, the concept of'tapital gains“is con- 
sidered apart from the concept of business income. 

There are several indicators in determining whether 
a gain is business income or of the capital variety, as 
follows: 1) the number and frequency Ctecransactions; 

2) the nature of isolated transactions; 3) adventure in 
the nature of trade; 4) the intention of the taxpayer; 
5) related business activities; 6) subject-matter of the 
Pesticaeeson, 7) ObjJeCts Of @ corporation; 3) organized 
eet Oelo med ec Ixed. Ore circulating eee and; 10), other 
miscellaneous factors. Regarding "other miscellaneous 
factors", certain portions of it were already discussed 
earlier and will not be covered here. 

It should be understood that no single indicator 
mentioned above is sufficient to conclusively establish 
that a particular gain is either business income or of a 
Gepital nature. All the various indicators present in 
each case should be weighed. And only on the said basis 
Gana Lae be made. 

The first indicator deals with the number and the 
frequency of transactions. It is settled that, as a general 
rule, the more frequent a person engages in a specific 
transaction, the easier it is to conclude that he is in 
174 


business, and, hence, earning business income. tes 
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a lot easier to say that a person is carrying on business 
if he buys and sells twenty cars in a taxation year than 
if he buys and sells only one car within the same period. 
However,, the fact that a transaction is an.isolated 
one does not conclusively imply that the gain arising there- 
from is a capital gain. Thus, in every case, there is a 
need to examine the nature of an isolated transaction. 
ire theresissa manifest: intention to) make agprofit 
out of the solitary transaction, the gain would be taxable 
business income. This was the decision in California 


175 In this case, the 


@opper oyndicate., Ltd. sv. Harris. 
California Copper Syndicate Ltd. acquired a mine in the 
United States and then sold it for shares in the Fresno 
Corporation. It was proven that the Syndicate never inten- 
ded to work the mine. It was held that the acquisition and 
the sale of the same was an endeavour to make profit by 
trade or investment despite the fact that the transaction 
was an isolated one. On the basis of the said case, it can, 
therefore, be stated that a person, who buys a capital 

asset without any intention of utilizing it for business 
purposes, earns income subject to tax when the asset is sold 
Gtmcda profit. 


Another factor indicating a purpose to make a profit 


is the renovation of transformation of the thing purchased 
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to enhance its saleability. In a case, the respondents 
bought an old steamer and renovated it. It was held that 
the profit arising from the sale of the steamer was taxaHe. 
The profits arose not from the mere appreciation of capital 
but from the expenditure of money for the purpose of making 
a profit in a venture in the nature of trade. 

However, the fact that the thing purchased is not 
renovated does not mean that the gain arising therefrom 
would necessarily be a capital gain. In Edwards v. 


aatuncracey aoe 


the respondents purchased a spinning mill. 
They simply dismantled the whole thing and sold the parts 
piecemeal. It was held that the profits were subject to 
tax. The reason for the decision was the fact that there 
were circumstances showing a purpose to make a profit. 
Firstly, there was an organized effort because the sale 
was extensively promoted; rental was on a month to month 
basis for the storage of the parts; bookkeepers were hired; 
and, commissions were paid. Secondly, the respondents did 
not have any knowledge regarding the functioning of the 
machine. Hence, the possibility that they bought it for 
the purpose of resale rather than to use it was greater. 
Therefore, it is clear that gains arising from an isolated 


mEonsacliOon ace taxable as buSiness ihcome if other indica-— 


tors such as, venture in the nature of trade, organized 
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efrortmom imtentiontto makei.al profit, "are present. 
Regarding the intention of a taxpayer as an indicator, 
the leading case is No. 341 v. M.N.R.+78 In this case, it 
was pointed out that intention is one of the factors ente- 
ring into a determination of whether income is taxable or a 
capital gain. However, intention alone is not sufficient 
Comestablishithat avprofit “is subject tto tax. “The whole 
conduct of the taxpayer must be considered. The principle 
is that, where transactions are really for the purpose of 
investment, casual profits arising therefrom are not taxable. 
ieasnowlar be? noted *hat,s in) the®above ‘case, in’ the 
process of ascertaining the intention of the taxpayer, it 
was mentioned that the father of the taxpayer was engaged 
in the real estate business. The Court ruled that there 
Couwas be ino)taxationitby associations. ‘The fact thatthe 
father was in the real estate business did not necessarily 
imply that the taxpayer was also in the same line of 
business. There is, however, an exception to this rule. 
Milan sev. (Lane ~( 964] se. ToC. 81, sit was held that, with 
respect to a syndicate having passive members and an 
active member, the expertise of the active member in a 
particular line of business will be imputed upon the passive 
members in ascertaining whether or not there is an intention 


to speculate and earn taxable business income. 
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Regal Herghts Ltd Atv. “MINSR@; speaks of a primary 


and a secondary intention. Both the primary and secondary 
intention must exist at the time of the purchase of the 
thing resold. In this‘case/* a group of persons formed a 
partnership to purchase certain lands for the purpose of 
building a shopping centre in Calgary to obtain rental 
income. However, because the partnership was not able to 
sign a lease contract with a prospective client, it aban- 
doned its primary objective and sold the land at a profit. 
The profit was held to be taxable income because a secon- 
dary intention to sell was established. In Aldershot 
SnOpoInG we lavas ltd ev. M.N.R., 280 the facts were almost 
Similar to those in the Regal Heights case. However, it 
was held that the profits arising from the resale were non- 
taxable capital gains. The reason was that the land was 
Dougieslon thie sole purposetor-constructing a ‘shopping 
centre. The land was acquired under the condition that a 
shopping centre would be erected on it and the construction 
would start on a specified date. In the Regal Heights case, 
no condition whatsoever was attached to the acquisition of 


the land. 


a 


He nko at COppereRealties Titds v. M.N.R., 7% EhespEerL eS 


arising from the sale were also considered as capital gains 


because the sole intention of the taxpayer was to construct 
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an apartment building for investment purposes. The fact 


that the owner sold it after concluding that the methods 
utilized in constructing it were unsound did not convert 
the profits arising from the sale to taxable business in- 
come. Rithet Consolidated Ltd. v. M.N.R., 28? was decided 
in accordance with the principle enunciated above. Here, 
a company was incorporated to administer the assets of an 
estate in accordance with the provisions of a will. One 
of the transactions _of the company pertained to the sale 
of a non-revenue producing farm which the deceased operated 
as a hobby. The Exchequer Court held that the profits 
arising from the sale were non-taxable capital gains. 

Assuming the existence of both a primary and secondary 
intention, it should be emphasized that the rule regarding 
secondary intention laid down in the Regal Heights case is 
subject to certain limitations. Despite the presence of a 
secondary intention, the gain is still income of a capital 
variety if 1) there is no commercial animus; 2) the inten- 
tion to resell was not the activating or operative motiva- 
tion; 3) the exclusive purpose is not to resell; or 4) the 
only reason for the sale is the increase in price of the 
subject-matter of the transaction. 

The "commercial animus" limitation was laid down in 


183 


Seeinuing. PapersMills Inc..v. .MiN.R. Here, the profits 
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from the sale of unwanted timber cutting rights were held 
to be capital gains. It was established that the appellant 
acquired the rights as part of the assets of another company 
and that it had to purchase the said rights in order to 
obtain a desired paper mill. Thus, there was no "commercial 
animus" in the purchase of the timber cutting rights. Con- 
sequently, the gains on resale were not subject to tax des- 
pite the presence of a secondary intention to resell. 

The "activating or operative motivation” limitation 
was enunciated in Halzeadean Farm Co. Ltd. v. M.N.R., 
eroGoieecul Cc. fhO/-es In tthivsWcase, 1 was theld-that ‘the mere 
intention to nesell is not sufficient to establish that the 
gain arising from _the sale is taxable business income. The 
expectation to turn over must be the activating or operative 
motivation. 

Bannecu MeN oh. ee oD. LiG.= 67 3,=-constdened the 
"exclusive purpose” limitation. It means that the subject-— 
matter of the transaction was not bought with the intention 
OL resale for profit and that it was purchased for some 
exclusive purpose, such as the construction of apartment 
houses. 

The "mere increase in price" or "remoteness" limitation 
WeemecOladre-d,akne Siucketh VwiM.N. Ry, 0 ‘DSTeCy 6213. In 


other words, the mere fact that a person is induced to 
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resell a capital asset purchased with the aim of using it 
does not mean that the profit from the sale would be 
taxable business income. Thus, there must be a balancing 
of the priorities attached to the primary intention, on 
one hand, and the secondary intention to resell, on the 
other. It the priority.given to the primary intention is 
very much higher in degree, as compared to the secondary 
intention to resell, it is easier to conclude that the 
profits arising are capital gains. However, if the prio- 
rity attached to the primary intention and the secondary 
intention to resell are almost equal or equal, to say the 
least, the profits will be considered as taxable business 
income. 

From the foregoing, it is clear that the Canadian 
Sourteseare getting to be, more Jiberal., It is definitely 
less difficult now to get a “capital gains decision” from 
Goures.. Other-cases illustrating thas liberal attitude of 
the courts are Cohen v. M.N.R., +84 D.M. Westmorland et al 
TeeMeteee, “oo vand. M.N.R.owv. Industrial Glass Co. Ltq, 186 

Another notable indicator deals with the "related 
business activities" of the taxpayer. 

Ties indicator Sitoly. pOdnts Out that, if the nature 
Gieaecmansactiony 1S Such that it 1s so closely related or 


associated with the taxpayer's business activities, the 
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profits derived from the transaction will, most likely, 


be taxed as business income. Thus, if a taxpayer normally 
buys land on which he builds houses and sells the same at 
ameprofit, thevact of: purchasingaliland!ista related business 
eect tye, rascenmbuyingua land,minstead of constructing 

a house thereon, he sells it, the profits arising from the 
sale will be considered as taxable business income even if the 
land was allegedly bought for investment purposes and to 
assist a friend in England whose lands were subject to tax 


187 The non-existence of an intention to sell or re- 


sale. 
sell at a profit will not exempt the taxpayer from income 
tax liability on the proceeds of the sale or resale, if the 
facts of the transaction otherwise indicate the carrying on 
of a business, as determined by an investigation of the 
taxpayer's similar or related transactions or activities 188 

However, the fact that a transaction is related to the 
business activity of the taxpayer does not conclusively 
imply that the profits derived from the same will always 
be taxable business income. 

In No. 13 v. M.N.R.,+89 the appellant constructed 
houses which he sold with the object of making a profit 
Within the shortest possible time. In 1937, he construc- 


ted a double duplex with the intention of keeping it as an 


investment. In 1947, he sold the double duplex because of 
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certain changes in the vicinity detrimental to his renting 
business. The Minister contended that he should be taxed 
on the profit because his business was building and selling 
houses. It was held that the profit arose from the sale of 
an investment and, hence, was a capital gain not subject 
EO. tax. 

In Gairdner Securities Ltd. v. VN Rae Gairdner 
was the principal shareholder of the appellant company. 
The appellant company sold its business in 1938 but re- 
mained in the same trade in order to discharge its business 
obligations. In 1944, the appellant company obtained 
control over a malting company purportedly to provide 
management experience for Gairdner's sons. In 1946, the 
appellant company sold all its holdings in the malting 
company and made a profit. The issue was whether or not 
the control of the malting company was obtained as an 
investment. It was held that the appellant company had 
remained sufficiently in business to the extent that it 
could be considered as "in the business of dealing in 
securities" when it sold the shares in the malting company. 
The purchase and sale of the shares was closely allied with 
the appellant's ordinary business. 

Hence, with respect to "related business activity”, 


if the taxpayer is able to establish to the satisfaction 
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ue 
Deecne Court that, although the purchase of a particular 


Epingeas feracred tO lis business activity, the same was 
bought for investment purposes, the profits derived from 

the transaction will be considered as non-taxable Sa ta 
gains. If the taxpayer fails to meet the onus of proof 
required, his profits will be considered as taxable business 
income. Considering the above rules, it is thus possible 
POued Laxpayer tO be subyect to tax on an isolated tran— 
saction related to his business activity and to be free from 
tax on another isolated transaction also associated with 
his business activity depending upon the manner he is able 
to meet the onus of proof required. +94 

The subject-matter of a transaction is another indica- 
tor in determining whether a gain is business income or of 
the capital category. 

If the commodity purchased in a single transaction is 
not of a kind normally used for investment but for trading 
PudeLe Lie Commodity would not produce an annual return by 
retention ee che nands of the purchaser, to conclude that 
the transaction is a trading one would be easy. However, if 
the subject-matter of a transaction is normally used for 
investment, such as land, houses, stocks and shares, the 
inference is not readily drawn a5 


If a person buys the government surplus stock of 
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arperart = rinen or an unusually large quantity of lea 
6m thousands of tons or torlet paper, 19 it is exceedingly 
Gereteule mot to Lind -an intention to resell! the same. “In 
the first place, it is beyond dispute that the above commo- 
dities, by themselves, would not be producing any profit. 
Moreover, the only way to earn income out of purchasing 
the said commodities is by selling them. In the absence of 
other facts, there is no way of explaining that the purcha- 
ses*were made for the purpose of investment. Profits from 
the same will, therefore, be subject to tax as trading in- 
come. 

It should be noted, however, that simply because the 
commodity acquired is income-producing does not conclu- 


Sively establish an investment if other facts clearly show 


that the intention was to earn a profit.+?° 
Another indicator deals with organized effortg-- "badges 
of trade”. 


If the primordial objective of a venture is the pursuit 
of profits and organized efforts are exerted towards the 
attainment of the said objective, the profits arising there- 
from will be considered as taxable business income. Hence, 
if an isolated transaction is a part of a promotional scheme 


and the taxpayer did not just sit down and allow the assets 


to appreciate by themselves, the profits derived from the 
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transaction will be subject to tax, 196 


Regarding “adventure in the nature of trade” as an 
indicator, the following are the important rules: i) an 
isolated transaction does not necessarily preclude an 
adventure in the nature of trade; ii) in ona case, the 
character and surrounding circumstances of the transaction 
must be’ considered; iii) the fact that the transaction is 
totally different in nature from other activities of the 
taxpayer does not necessarily take a transaction out of the 
category of an adventure in the nature of trade; iv) the 
intention to resell may be an important factor but is not 
an essential prerequisite to the ascertainment of an adven- 
ture and its absence does not negate the idea; v) it is not 
€ssential that an organization be set up to carry the trans-— 
action into effect in order to find an adventure in the 
nature of trade; vi) if a person deals with the property 
purchased in the same way that a regular trader regarding 
property of the same kind would ordinarily do, the venture 
is an adventure in the nature of trade; and, vii) the nature 
and quantity of the subject matter of a transaction may be 
such as to exclude the possibility that the sale of the 
same ig/eeSiization Or an investment or that 1t could have 
E97 


been disposed otherwise as a trading transaction. 


Applying the above rules, it was held that simply 
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114 
because a taxpayer deals extensively in farm lands does not 


mean that the profits from the buying and selling of a 
farm land are taxable as having been derived from an ad- 


VMentinoemlna che nature of trade. °° 


In) thus case, the 
surrounding circumstances indicated that the farm in 
question was bought as a capital asset needed in the business. 
Where the taxpayer bought numerous small mortgages with 
terms ranging from five to eight years at a discount, the 
payments made on the same were held taxable as profits 
arising from a venture in the nature of trade due to the 


sheer volume of the operation.199 


ValclLaire Lnvestments..Co.. Ltd..v. M.N.R, 790 is a case 
which underscores the fact that, at times, tax rules dis- 
tinguish between the poor and the rich. In this case, the 
respondent investment company bought a farm near Montreal 
at $135,000 and rented it to a farmer for almost nothing. 
Two years later, it accepted an unsolicited offer to purchase 
the farm and made a huge profit. The profit was held not 
taxable. The purchase of the farm was considered as an 
investment because it yielded an annual return. The court 
explained that, although the return was negligible, it was 
not important because the return could vary depending upon 


the circumstances obtaining in each litigation. In this 


case, the amount of the annual return was not considered 
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Pie 
important because the respondent had plenty of money. More- 


over, the transaction could not be deemed an adventure in 
the nature of trade because the respondent did not possess 
any commercial animus and did not deal with the land as other 
traders in the same line of business would do. 

in MON. Reve eindustrialeGlasstco: Ltd., 201 due to 
zoning restrictions and pressure from the municipality, the 
respondent was compelled to sell a portion of the land 
which was being leased on a profitable basis. The respon- 
dentsmade a large profit out of the transaction. The profit 
was held to be a capital gain because the surrounding cir- 
cumstances indicated the realization of an investment. This 
case should be distinguished from the Regal Heights case 
in that, here, only a portion of the property was sold. 
Hence, the original intention to invest did not disappear. 

The=tobyects Of a corporation” as*not’ avery signifi— 
Cant indicator in connection with the determination of 
whether a gain is business income or of a capital variety. 
The reason is that courts have realized that, lately, the 
objects contained in the memorandum of incorporation of 
corporate entities are so broad that it could engage in 
almost any kind of business. 

In determining the tax effects of the "objects” of 


a corporation, the question is not what business or trade 
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the corporation could carry on under the memorandum of 
incorporation but rather what in truth was the business it 
did engage ee 

The objects appearing in the memorandum of incorpora- 
tion cannot, however, be totally ignored. The correct rule 
is that the objects of a corporation in accordance with its 
memorandum is a factor to be considered in deciding whether 
a gain is of a capital variety or taxable business income. 
Nevertheless, it should not be taken as conclusive. Thus, 
in Glengate Investments Ltd. v. M.N.R.2°@hree business 
associates obtained some mortgages on two vacant lots from 
the division of the assets of a private company which was 
dissolved. A new company was incorporated with wide powers. 
However, the primary purpose was the realization of the 
desecrsamentioned. . It was held that the sale was a realiza-— 
tion of a capital asset as could be seen from the memoran- 
Cuimsgnethe company, and the fact that it is possible for a 
quasi-principal-agent relationship to exist between a cor- 
poration and its controlling shareholders. 

In Western Leaseholds Ltd. v. M.N.R., °° a company 
organized for the purpose of drilling and marketing oil 
leased mineral rights and granted options to purchase mi- 


neral rights. The company made some profits from the said 


dealings. The profits were held taxable as ordinary income 
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Ni, 
because, although the company's ultimate object might 


Have been to explore’ and develop its oil properties, “the 
disposal of mineral rights was a line of business which 
the company, due to the lack of adequate capital, was pre- 
pared to undertake. Moreover, the company had the power, 
under its charter, to engage in the said undertaking. 
Event S ehemony ect ofa Corporation 1s imi ted on. 
to a specified undertaking such as, the operation of a 
clothing business, the said object shall only be considered 
as corroborative evidence in ascertaining the actual business 
of the corporate taxpayer. 295 
It should be noted that in Canada there is a decision 
stating that corporations are organized for the purpose of 


making profit, 206 


Under this view, the burden of showing 
that the income of a corporation is a nomtaxable capital 
gain is very heavy. This is not quite similar to the rule 
in France. In the latter country, the income of corpora- 
tions are conclusively presumed as arising from business. 

micerecc tidtrdal asset, 1see1ther™= fixed: or circulating 
is also a notable indicator. 

An asset is said to be fixed if it is being utilized 
in the business of the taxpayer or was purchased for the 


said purpose. A circulating asset is one which forms part 


of the inventory of the business. If an asset is classified 
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as fixed, the profits arising from the same will, as a gene- 
Bal ecules besconsidered yas capital igains. On the other hand, 
Ppethemassee toe0fearcirculating nature or, because of a 
change in the business of the taxpayer, a fixed asset is 
Gonvenultedpintogaqcirculating «asset, G@the profits fromthe 
sale of the same are taxable as business income. 297 

There are other miscellaneous factors which are also 
recognized as indicators in determining the nature of a 
pro EL. 

Corporate shares are by nature different from other 
forms of property. They are not articles of commerce. The 
purchase of shares is, in itself, an investment being a 


potential source of revenue. 207A 


In Foreign Power Securities v. Teh yeas the appellant 


was an investment company. Its profits were not, normally, 
taxable. A second company bought the controlling share in 
the appellant company and then sold to it, at cost, shares 
of the Trans-Canada Pipe Line Co. and the Quebec Natural 
Gas Co. The Minister claimed that the entire transaction 
was a deliberate plan to remove assets from the second 
Company, and to avoid, tax. it was held that the acquisition 
of the controlling interest in the appellant company did 
not give rise to a presumption of business activity. Re- 


gardless of the nature of the profits, in the hands of the 
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second company, there was no way by which the same could 
be treated as arising from underwriting transactions in 
the hands of the appellant. 

In determining whether or not a gain is of a capital 
nature, the courts do not seem to give much weight to 
fact that the shares were purchased with borrowed money or 


out of personal funds. 299 


The fact that a private company 
is compelled to sell its shares to the public due to some 
financial difficulties does not change the nature of the 
shares of being, by itself, an investment and a potential 
source’ of revenue, 710 
However, if the taxpayer is a dealer in securities, 
PrOLits arising frem.the acquisition, exchange, and dis-— 
position of shares will, most likely, be considered as 
income from trading operations. *tt 
Moreover, if the transaction is an adventure in the 
nature of trade, the fact that payment was made in cor- 
porate shares, unless the same was made by way of compen- 
Eaeror cor the loss OL a Capital asset, does not exempt the 


Z4e2 


taxpayer from income tax. Furthermore, if the sale of 


the shares of a company, havingas its main asset a parcel 
(omtandy) resulted in some progmits, the said Sprofits are 


22 i) 


taxable as ordinary income. (ieee o Lis Gale oc, ulcnsa.e 


Oeethne shares is treated as the sale of the land. 
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The rule with respect to mortgage transactions in 
relation to the question whether a gain is of the capital 
variety or taxable business income is different from those 
affecting securities transactions. 

Hence, in M.N.R. v. Beatrice Minden, 214 the respondent, 
through her husband and his partner, purchased several ag- 
reements for sale and mortgages at discounts. After complete 
payment on the agreements and the mortgages, the profits on 
the same were taxed by the Minister. The respondent conten- 
ded that the transaction involved the purchase of investments 
and weenenerone, saumene, nealazali on.of, Capital assets... It 
was held. that, the profit was.taxable. The Court explained 
that the transaction was not one involving a person who 
acquires an investment and, upon choosing to realize on it, 
obtains a greater price than the acquisition cost. Here, 
there was no enhancement of the value of the subject matter 
of the transaction. Moreover, it was stated that agreements 
and mortgages are not matters which an ordinary and prudent 
investor would consider as an investment. Furthermore, there 
WeseevienwmnOsautemoL, to collect any interest. The respon- 
dent was satisfied with the discounts. Therefore, the res- 
pondent, through her husband and his partner, was deemed as 
having embarked upon a scheme for profit making constituting 


a gain made in the operation of a business. 
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It should be noted that there is a pending proposal 


before the Canadian Parliament for the taxation of capital 


2.5 


gains. If the proposal is enacted into law, as a gene- 


ral rule, only one-half of the capital gains would be taken 


216 


into income. There is also a recommendation to tax one- 


half of the gains of closely held corporations on the sale 


of shames cu! 


The proposed legislation will not affect the 
present jurisprudence regarding the distinction between 
business income and capital gains. 
3. Items Excluded From Gross Income 

There are certain specific items which are excluded 
from gross income for tax purposes. The reasons for the 
exclusions vary. As a general rule, the exlusions are 
based on broad policy considerations directly or indirectly 
Hanked with the social, political, and economic life of a 
people. With respect to certain items, the reason is 
Simply because another type of tax, such as inheritance 
tax, is imposed on the same. 

FRANCE 

In France, the specific items excluded from the gross 
income are the following: i) property acquired by an 
individual as an inheritance or gift; ii) proceeds of life 


insurance, unless received by a business enterprise; iii) 


certain welfare and security payments; iv) military pen- 
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sions and pensions to civilian victims/of war; v) deferred 
wages, due after death of a farmer, to descendants over the 
age of 18 who worked on the farm during the farmer's life- 
time without receiving wages or sharing in the profits or 
losses; vi) capital sums paid by an employer to an employee 
on the latter's retirement up to a maximum of 10, O000F; 
vel jeannuLty paid to dndividuals asa’ result of accident; 
viii) indemnities for injuries suffered during the war and 
occupation; ix) interests on some government bonds, deposits 
in caisses d'epargne (savings bank), and securities for the 
development of the French capital market up to a maximum 
of 500F per year; x) amounts taxed in the hands of a corpo- 
ration are sometimes free of tax in the hands of the reci- 
pients; xi) certain capital receipts as previously discussed. 
UNITED STATES 

In the United States, the specific items excluded 
from gross income are the following: i) payments in the 
Nature of welfare and public assistance, such as social 
security benefits, unemployment compensation, public relief, 
and aida to’ the blind: 11) receapts which represent a reco- 
very or replacement of capital, such as the repayment to 
the tender of a loan; iii) gifts and inheritance; iv) pro- 
ceeds of life insurance; v) employee benefits and other 


wage and salary supplements; vi) military benefits; vii) 


218 
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23 
dependent's earnings; viii) old-age benefits; and, ix) 
investment and natural resources exempt items. 21° 
PHILIPPINES 

In the Philippines, the specific items exempt from 
income taxation are the following: i) life insurance 
proceeds; ii) amount received by the insured as return of 
premium; iii) gifts, bequests, and devises; iv) compensa- 
tion for injuries or sickness; v) interest on government 
securities; vi) income exempt under treaty; vii) income of 
certain foreign governments in the Philippines; and, viii) 
income exempt under certain public laws. 720 

CANADA 

In Canada, the specific items not included in computing 
income are the following: i) an amount that is declared to 
be exempt from income tax by any other legislation of Par- 
liament; ii) amount received from certain War Savings Cer- 
tificate; iii) subject to certain conditions, the income 
for the year of a non-resident person earned in Canada from 
thesoperation of a ship or aircraft; iv) certain specified 
pensions and compensations; v) social assistance payments; 
vi) benefits received under unemployment insurance; vii) 
payments from an employee's sharing plan; viii) certain 
amounts received as a result of prospecting; and, ix) income 


and allowance of certain public effieials.--> 
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Tt should be noted that, under Section 71A, ITA, the 
income of a taxpayer from a manufacturing or processing 
business in a designated area during a fiscal period of 
the business occurring wholly within the 36 months period 
that commenced on the day certified as the day on which 
the business commenced manufacturing or processing in 
reasonable commercial quantities is not included in com- 
puting gross income. 

Tikewise, in accordance with Sede en SS) TA: 
income derived from the operation of a mine during the period 
of 36 months commencing with the day on which the mine came 
mneomproduction is not “included” in computing the gross in- 
G@ome Of a Corporation. “Section 83(6) provides that a “mine” 
does not include an oil well, gas well, brine well, sand 
DPreeegravel pit, clay pit; “shale pit or «stone quarry (other 
than a deposit of oil shale or bituminous sand, but does 
Metudera well for “the extraction of material from a sylvite 
deposit and all such wells, the material produced from 
which is sent to a single plant for processing, shall be 
deemed to be one mine. The same provision defines "produc- 
tion" to mean as "production in reasonable commercial quan- 
EutLes:) 
ane 


In the North Bay Mica Co. Case, 2 it was declared 


that "coming into production” includes the reopening of an 
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abandoned mine. The extraction of ilmenite by open-pit 
method.to-be used for ballast constituted mining, 222 m@reover. 

In Gunnar Mining Ltd. v. M.N.R., 724 it was held that 
income arising out of investments purchased from mining 
profits is not income from the operation of a mine. 
D. GROSS BUSINESS INCOME DISTINGUISHED FROM OTHER CATEGORIES 

FRANCE 

In France, aside from business income, as previously 
discussed, there are other categories of income, such as 
income from farming and forestry, income from real property, 
income from employment, income from non-commercial activi- 
ties, and income from securities and similar income from 
capital. For purposes of this thesis, income received by 
executives of certain closely held frims will be considered 
as falling under income from employment. 

Income from farming and forestry is not considered 
as income from business. In general, farming and forestry 
income is determined by a system of national assessment 
and is computed at a lower valuation as compared to other 
profits. 229 

It is easy to distinguish between income from farming 
and income from business. It is explained in this manner: 
"Income from agriculture consist primarily of income from 


the sales of products grown or raised on the farm. If 
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retail sales of products ‘grown on the farm are made at the 
farm proper, income from such sales is income from agricul- 
ture. Only if sales are made at a separate establishment 
located away from the farm is such income business in- 
come. "226 
Generally, a person who limits transformation or pro- 
cessing to products of his own harvests, and whose processed 
products serve as food for man or beast or as raw materials 
in agrimliture or industry, is considered to derive income 
Gromeagrieulture’ rather than business./© In C.E. 2] March 
1953 No. 13,904, a farmer owned a farm covering about 532 
hectares, of which 85 were devoted to growing peas. The 
farmer canned his whole pea crop in a factory which opera- 
ted 4 weeks a year. He never purchased pea for processing 
ineiis factory. It was held that the factory operation 
Waseamnormal prolongation of agricultural activity.  There- 
fore, the income of the factory was deemed agricultural. 
MOweves,  1n RaM. 9,590, 3.0. 5 November 1960, Deb. A.N., 
p. 3140, the income of a person who manufacture canned 
PeUYCejUuLce was, without regara to the source’ of the fruit, 
adjudged as coming from business. In reaching the above 
decision, much emphasis was placed on the nature of the 
operation and the amount of equipment required. 


Income from non-agricultural real property, rented or 
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leased by the owner to others, is taxed as income from real 


property. 22’ 


The ownership and management of real property 
by a person is not regarded as business activity. 228 How- 
ever, if the real property is leased to another together 
with equipment and machinery for operation as business or if 
property is devoted by the individual to a commercial or 
industrial activity carried on by him, income from the same 
shall be considered as coming from business. 729 

Income from employment is defined to include traite- 
ments (salaries), salaires (wages), indemnites (allowances), 
emoluments (emoluments), pensions (pensions), and rentes 
viageres (annuities) . 230 

Income derived from an independent activity that is 
industrial or commercial is taxed as income from business 
rather than employment. 731 The exceptions to the said rule 
are: i) payments to cottage and home workers; ii) fis- 
hermen working shares; iii) payments to certain branchstore 
managers who receive percentages profit. rather than fixed 
salaries; and, iv) compensation paid to travelling sales- 


men. 27> 2 


All the foregoing, are by definition, specifically 
treated as wages although the payments are actually business 
income from independent activity. 


The income received by an executive of closely held 


firms will be discussed in connection with the deductibility 
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of compensation for services rendered. 
Income from the independent practice of a liberal pro= 
fession by an individual is treated as income from a non- 


2S 


commercial activity. All income not classified as in- 


come belonging to a specific category is considered as 


taxable non-commercial income. *>4 


An example would be 
income arising from habitual transactions in securities. 
As previously explained, under Article 34, CGI, the income 
of artisans is not considered as falling within the cate- 
gory of income from a non-commercial activity but taxed as 
business income. Royalties received by a third party, 
whether an individual or a corporation, who has purchased 
a patent from the inventor are taxed as business income. 735 
Nevertheless, royalties received by an individual inventor 
are taxed as income from a non-commercial activity. 36 

The distinction between business income and income 
arising from the sale of capital assets was already dis- 
cussed in connection with capital gains. 

UNITED STATES 

In the United States, due to the global-unitary 

character of its tax system no distinction is made between 


business income and income from other categories for purpo- 


ses of computing the taxable income or imposing the tax. 
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PHILIPPINES 


In the Philippines, since its tax system is identical 
to that of the United States, there is also no distinction 
made between income from business and income from other 
Categories for purposes of imposing the tax on income or 
computing the taxable income. 

CANADA 

As previously discussed, Section 3, ITA, classifies 
income into business income, property income, and income 
from office and employment. The reason for the difference 
in the number of income categories in France and Canada can 
be explained by the fact that capital gains are not taxed 
in Canada. Moreover, the “other income” categories in 
France fall either under business income, property income, 
or income from office and employment in Canada. It is 
respectfully submitted that Canada's classification, as 
compared to France, is less complicated and more practical 
for purposes of tax administration. 

Even if the taxpayer does not carry on business, the 
property he owns may earn income. 

"Property" is defined by Section 139 (eq. LTA, 
to mean "property of any kind whatsoever whether real or 
personal or corporeal or incorporeal and, without res- 


tricting the generality of the foregoing, includes a isla Bevie 
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Thus, “property” covers all forms of tangible property 
both real and personal, and also intangibleproperty such 
as patents and copyrights, bonds, shares and other forms 
of security. Negotiable instruments, including money, may 
also give rise to income which may be classed as income 
derived from property. 


Theerene. NOkefe/ case, 2?! 


engineering contracts trans- 
ferred by the taxpayer to a eetice which he controlled 
were not considered as property. It seems that the decision 
in this case is erroneous because the transfer of the en- 
gineering contracts constituted a transfer of rights. How- 
ever, in Eastern Estate v. M.N.R., 49 D.T.C 491, it was 
held that the right to receive money is property. 

Income from property may come in the form of rent, 
royaity, dividend, interest, or some other payments. The 
important thing, however, is that it should be income not 
arising from business. 

Menontion, oL the income: from business, normally, re- 
presents income from the property investment used in the 
business.238 Where the property used in the business is 
owned by the person conducting the business, a Dome Onnod 
the income will represent yield from the property in 


239 


question. Nevertheless, where by rental agreement, 


business property is entrusted to the custony anOec Ol Gr OleOt 
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an outside entrepreneur, the payment received for its use 
will solely be attributable to ownership of the property 


\ 


and will be considered as income from property rather than 
business. 74° 
No. 196 v. M.N.R.241 best eR Bice the distinction 
between business and property income. InMene sald, Case, 
the appellant was the principal shareholder of two private 
companies owning 2 commercial buildings and an apartment. 
It was established that the appellant took an active part 
in the affairs regarding the commercial buildings and the 
apartment. The Minister treated the two private companies 
as the appellant's personal corporations and added the 
income of the companies to those of the appellants for pur- 
poses of imposing the tax. It was held that the corpora-— 
tions were engaged in business and that. their income could 
not be added to those of the appellant. It was pointed 
out that a personal corporation does not carry on an active 
financial, peumecer al. or industrial business. Here, the 
sone were actively engaged in the management and 
maintenance of the buildings and the apartment. Moreover, 
unlike securities, commercial buildings do not take care of 
Phenselves. There .is a necessity to manage, supervise, and 
supply the same. 


Let us now discuss what is income from an office and 
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employment. 

Section 139 (1) (e), as previously explained, excludes 
an office or employmet from the meaning of “business”. 
Hence, income arising from an office and employment is not 
income from business. 

Section 5, ITA, states that the income for a taxation 
year from an office and employmmt is the salary, wages 
and other remuneration, including gratuities, received by 
the taxpayer plus (a) subject to certain exceptions, the 
value of the board, lodging and other benefits of any kind 
whatsoever received or enjoyed by him in the year in res- 
peetmocmine the Course Of, or by virtue of the office or 
employment, and (b) subject to certain exceptions, all 
amounts received by him in the year as an allowance for 
personal or living expenses or as an allowance for any other 
purpose minus the deductions permitted by paragraphs (1), 
(toveeo)oand. (aa), of subsection (1) of Section, J) and by 
Seupsectionc, (5) wto (11), inclusive, of Section, 11 but with- 
out any other deductions whatsoever. 

For a proper understanding of Section 5, it is essen- 
tial to know the meaning of “office” and “employment”. 

Sections 9).(L) (abt, LTA, defines “office as *the 
Destro of am individual entitling him to a fixed or 


ascertainable stipend or remuneration and includes a jud- 
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Tera ortice, the office fof a Minister of the Crown, uthe 
office of a member of the Senate or House of Commons of 
Canada, a member of a legislative assembly, senator or 
member of a legislative or executive council and any other 
office, the incumbent of which is elected by popular vote 
or is elected or appointed in a representative capacity 
poe lcoOmineludesmene position of a Corporation director ~- 
The same Section defines an "officer" as “a person holding 
such an office”. 

"Employment" is defined as the "position of an indi- 
vidual in the service of some other person (including Her 
Majesty or a foreign state or sovereign). “Servant” or 
“employee” means "a person holding such position”. Section 
139 (1) (1), ITA, defines “employed” as “performing the 
duties of an office or employment". "Employee” is 
defined to include officers. 

The above definitions emphasize two important factors 
in determining whether an income is from office or employ- 
Meie eccecOLbOwSs: mil) a pOSLtiom conferring entitlement 
to a fixed or ascertainable remuneration; or ii) a 
position in someone's service. It should be noted that 
Enewpresence of either of the said factors is sufficient 
torestablish that an income is from office or employment. 


In connection with the element of remuneration, a 
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E34 
distinction must be made whether the amount is awarded 


for services or as a mere recognition of services. In the 
latter case, the award is considered as a personal gift 
end ew nence not ssub ect. to: tax, 

Seymour v,.. Reed, ,[1927] A.c. 554, is illustrative 
of the point under consideration. Here, the appellant was 
a professional cricketer. The cricket club to which he 
belonged granted him a benefit match. The proceeds of the 
match together with public subscriptions were invested in 
the names of the trustees of the club. The income arising 
from the investment was paid to the appellant. Later, the 
investment was realized and the proceeds therefrom were 
utilized to purchase a farm for the appellant. In holding 
that the proceeds were given as a personal gift, the 
House of Lords stated: 

BAD beneLit 4s not usually given early, in a 

ericketer's career but rather towards its close in 

order to provide an endowment for him or retire- 

else Its purpose is not to encourage the 

cricketer to further exertions but to express the 


gratitude of his employers and the cricket-loving 
public for what he has already done and their 


appreciation of his personal qualities. ... The 
whole sum, ——.gate and, subscriptions alike--is a 
testimonial and not a prerequisite. In the end-- 


that is to say when all the facts have been con- 
sidered--it is not remuneration,for services but 
a personal gift. 


items Oat. WV,. M.N.R., 242 apmeaical Goctonm and uni— 


versity professor of medicine was engaged at a specified 
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; 135 
fee to give a series of lectures at another university for 


a period of six weeks. It was not clearly pointed out 
whether the income was either from "office" or "“employ- 
ment". Nevertheless, because the factor of fixed or ascer- 
tainable remuneration was present, the income was classified 
as arising from office or employmet. Guerin v. M.N.R. 743 
defines "fixed or ascertainable income" as income from a 
position that, when accepting it, a person knows exactly 
how much he will receive for the services he is called to 
render. 

With respect to the factor that a person should hold 
a position in the service of another to be considered as an 
employee, the matter is aptly and succintly described by 
Professor Jones in his article: “Benefits Under the Income 
raxseactt,) NOlO29 Vol. VI, Alberta Law Review (1968), as 
follows: "The best expression of the problem is to attempt 
to ascertain whether an amount received by an individual 
Ponundersan express or implied contract for service which 
would count as remuneration to an employee or whether it 
is received under an express or implied contract for servi- 


ces and thus would represent a business or a profession. 


The question depends on whether or not a master-servant 


relationship exists between payor and payee.” (Underscoring 


Supplied). 
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The concept of a "master-servant relationship” is 
expiainedcsin Dibrancescotv.»M.NeRi, [1964] 34 TaxnA: Bie, 


380, as follows: 


"A servant (employee acts under the direct control 
and supervision of his master, and is bound to 
conform to all reasonable orders given him in the 
course of his work; an independent contractor, on 
the other hand, is entirely independent of any 
control or interference, and merely undertakes 

to produce a specified result, employing his own 
means produce that result .... To distinguish 
between a contractor and a servant (employee), the 
test is whether or not the employer retains the 
power, not only in directing what work is to be 
done, but also of controlling the manner of doing 
the work." 


Thus, doctors supplying medical services under contract to 
municipalities but remaining free agents are not considered 
as employees. 744 Likewise, free-lance musicians and 


245 


actors are not considered as employees. However, musi- 


Cians and actors subject to the control of the persons 
hiring them are employees. 746 
In a case, 247 a practising physician was connected 

with a hospital as head of a department under a contract 
entitling him to a fixed annual payment. He had specific 
duties and responsibilities and was granted the liberty to 
practise medicine. It was held that his income arose from 
employment. The Board explained that fees of the retainer 


type apply only to lawyers and not to doctors. 


It should be emphasized that the non-payma@mt of 
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unemployment insurance and non-eligibility for holidays 


do not imply that there is no employment. 778 


As already 
explained, the important question is whether or not the 
employer exercised control oer the person claiming to be 
an employee. 

EB. TAXABILITY OF SPECIAL RECEIPTS 

There are receipts of certain business enterprises 
or entities that should be discussed separately because of 
their peculiar character. The more important of them are: 
i) accumulated profits; ii) receipts of personal holding 
companies; iii) receipts of investment companies; iv) 
receipts of banks; v) receipts of insurance companies; vi) 
receipts of real property investment trusts; and, vii) 
receipts of private educational institutions. 

The ensuing discussions will be limited to a conside- 
ration of the manner the enumerated receipts are taxed in 
the countries under comparative analysis. The similarities 
and differences will also be pointed out. The question 
whether or not a specific tax treatment adopted by any of 
the countriesis good and beneficial to it will be considered 
later. 

1. Accumulated Profits 
FRANCE 


In France, as a general rule, there is no tax on 
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corporate accumulations. However, in 1963, a tax of 1.5%° 
was imposed on accumulated corporate profits that had not 
been incorporated into capital. 749 

UNITED STATES 

Unlike France, in the United States, accumulated 
earnings are subject to additional tax. 

Under Sections 531 to 537, IRC, an additional tax is 
imposed on corporate income where the corporation is used 
to avoid the income taxation of its shareholders by per- 
mitting earnings Tae profits to accumulate instead of being 
distributed. Under Section 531, IRC, the tax rate of 27.5% 
is imposed on the corporation's accumulated taxable income 
not in excess of $100,000 plus 38.5% of such income in 
excess of $100,000. 

The term "accumulated taxable income" is defined as 
"the taxable income with certain adjustments, including 
principally a deduction for dividends paid during the 


taxable year. "290 


It is determined as follows: "In compu- 
ting accumulated taxable income, a credit is allowed for 

an amount equal to such part of the year's earnings as is 
retained to meet the reasonable needs of the business, but 
not less than the amount by which $100,000 exceeds the 


accumulated earnings and profits of the corporation at the 


close of the preceeding taxable year. Thus, the corporation 
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may accumulate up to $100,000 without fear of tax. "25l 
Finally, in the taxation gf accumulated earnings, the 
following rules should be remembered: 1) the tax is imposed 
on the accumulated taxable Pe oiis of the current year only; 
PMEChemcaneLs, NOtminwlicu of, but is in addition: ato, the 
regular tax imposed on corporate income under Section 11, 
e2Cwand,es tthe tax has*norapplication=torpersonal holding 
companies, foreign personal holding companies, or corporations 
which are exempt from tax under Section 501 et seg. of the 
TRC. 752 
PHILIPPINES 
As in the United States, in the Philippines, accumu- 
lated profits are also taxed. Under Section 25, NIRC, an 
additional tax of 25% is imposed on the undistributed portion 
Geethnesaccumulated profits or surplus” of “aecorporation, 
except banks, insurance companies, or personal holding 
companies, whether foreign or domestic. It should be noted 
that, as in the United States, the tax is in addition to the 
corporate tax imposed under Section 24. The additional tax 
is imposed if the corporation is formed for the purpose of 
preventing the imposition of the tax upon its shareholders 
or members or the shareholders os members of another corpo- 
ration through the medium of permitting its gains and pro- 


fits to accumulate instead of being divided or distributed. 
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Section 25, -NIRC, places on the taxpayer the burden 
Ofeshowing, that) the accumulation, if any, is not for the 
purpose of avoiding the imposition of tax on the individual 
shareholders. However, the Section does not describe what 
details should be ne 

In this regard, the most important problem relates 
to what constitutes "reasonable accumulation". Reasonable 
accumulations or accumulations to cover the particular 
needs of a business are not subject to the additional tax. 
Section 25 declares that_the tax: is 25% of the undistributed 
POGb1onsof Bthe acccumulated, profits or surplus. Due to 
lack of statutory definition of accumulated surplus, presu- 
mably the accounting concept will be used, i.e., all the 
accumulation found at the time of the examination, and the 


253 The 


25% tax will be based on the said aggregate sum. 
Bureau of Internal Revenue has ruled in this connection, 
however, that "undistributed surplus" refers to the yearly 
surplus and that once an accumulation has been taxed, it 
will not be taxed again in a subsequent examination. 7°4 
Previous accumulation even beyond the prescriptive period 
may be examined to determine reasonableness in relation to 


to the needs of the business. 7>° 


It should be noted that, 
fomtne United States, not the. entire accumulation within 


the year is taxed but only that portion which is determined 
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to be unreasonable. In the Philippines, there is the view 
that, once it is determined that the accumulation is unrea- 
sonable, the entire accumulation for the taxable year is 
subject to the additional tax. 

Lastly, the additional tax is not levied upon the 
accumulated profits or suplus if they are invested in any 
Dollar producing or pollar saving industry or “in the’ pur- 
chase of bonds issued by the Central Bank of the Philippines 
ineaccordance with Republic Act*No. 1823. The United States 
does not have any provision similar to this. 

CANADA 

juecaviada there 1s no addtctional tax on undistributed 
profit like those obtaining in the United States and the 
Philippines. Canada attempts to solve the problem of 
corporate accumulations in a different manner. In accor- 
Cancemwith Section 105 1TA, it grants’ corporations’ the 
privilege to be taxed at a much lower rate on dividents 
declared out of undistributed profits. 

2. Receipts of Personal Holding Companies 
FRANCE 

France makes no distinction whether holding companies 
are personal or not. Moreover, holding companies, in 
France, are not subject to special tax rules as in the 


United States and the Philippines. 
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France attacks the matter of profit accumulations 


throughs personal holding companies from a different per-— 
Spective--) lUjiseor the belief that aby. the grant of certain 
incentives, corporations will no longer accumulate profits. 
Thus, parent or holding companies are given a favorable 
tax treatment in the event of redistribution of proceeds 
received from subsidiaries. Companies which are deemed to 
be parent or holding companies for tax purposes have the 
privilege of being able to deduct from their taxable profits 
the dividends which they obtain from their subsidiaries. *>° 
Since, dividends received from a subsidiary escape corporate 
tax, the distributions by the parent company are liable to 
levy as far as they are deemed to represent these items of 
sia eS Nevertheless, parent jor holding companies are 
entitled to deduct from the levy on dividends thus payable 
the amount of the tax which would have been imposed upon 
their subsidiaries on the proceeds they received during the 
financial year subject to the following conditions: a) the 
holding company must be a French corporation holding at 
least 10% of the capital of the other company or a holding 
cost of more than 10 million Francs: b) the holding company 
must not be an investment company; and oc) the holding com- 
pany must undertake to retain the holding for not less than 


258 


two years. In this manner, holding companies are able 
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to distribute to their shareholders tax free a sum equal 
to the dividends they received from their subsidiaries. 
UNITED STATES 

Unlike France, in the United States, there are special 
charging rules for the taxing of personal holding companies. 

Sections 541 to 547, IRC, impose a special penalty tax 
on corporations that are classified as personal holding 
companies. The personal holding company tax is directed 
against corporation owning investment assets, such as stocks, 
bonds, and real estate. 

The penalty tax was enacted due to the rampant utili- 
zation of certain tax-saving arrangements which were 
designed to use the corporate form as a means of shielding 
the individual shareholder from the tax that he would other- 
wise incur on income derived from his investments of perso- 
nal services. 2°? One arrangement involved the creation of 
ameorporation by an individual to hold his investment se-— 
curities and to obtain and accumulate the dividends and 
interest therefrom, so that such income would be taxed 
Sepcne clat Corporate rate rather than at the progressive 
individual rates.260 Another situation is the use of a 
Wnorly owned corporation to “hire" its shareholder, say, 

@ movie star, at a relatively low salary. The corporation 


would then resell the shareholder's services for an amount 
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equal to their real value.2©l thus, the difference between 


the amount received and the amount paid out would be taxed 
at the corporate instead of the individual rate. 

Unlike the accumulated profits tax, the personal 
holding company tax "does not depend on the need, reasonable- 
ness, or purpose of the accumulation, but instead is applied 
automatically.... "262 

The tax is levied at a rate of 75% on the corpora- 
tion's “undistributed personal holding company income” not 
in excess of $2,000, and at a rate of 85% on such income in 
excess of $2,000. "263 

A corporation is deemed to be a personal holding com- 
Benvert itactalls within certain) statutory conditions invol- 
ving: (a) stock ownership; and, (b) gross income. The 
stock ae Gata Lieamere.thanes0% 1nevalucsor 
the corporation's outstanding stocked are owned, directly 
GQupinoicectly,sby.0Gn.LOr notemore, thanyfive individuals at 
any time during the last half of the taxable year, the 
corporation is considered a personal holding company. 7©4 
imdermathe gqnuoss income test, .aty least 80% of the corpor- 
ation+s gross income must consist of "personal holding 
company income", which includes dividends, interest, royal- 


ties, personal service income, rents (unless constituting 


50% or more of the corporation's gross income), and gains 
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265 tt should be noted that 


from the sale of securities. 
the tax is on the current year's taxable income, reduced by 
taxes, dividends, and certain other items. 

Under the IRC, no income tax is imposed on foreign 
personal holding companies. 7°® 

PHILIPPINES 

invthe= Philippines» as in the United States, “a tax is 
imposed on personal holding companies in addition to the 
regular corporate income tax rates. The personal holding 
company is subject to a tax of 45% of its undistributed 
net income. 2©7 

Many individuals, belonging to high income tax brackets, 
organize corporations to hold their investments, because, 
until such time as the corporation distributes the corpo- 
Patewpoofics=as dividends tothe stockholders, the corpo— 
rate income would be taxed only at lower corporate income 
tax rates. Furthermore, with respect to dividends received 
by a domestic corporation from another domestic corporation 
subject to income tax, as previously discussed, only 25% 
Of the dividend is taxable, so that 75% is received tax- 
free. Corporations are also allowed to deduct the full 
amount of interest they incur on loans secured in the 


acquisition of investmennt.7°8 These are the reasons why 


an additional tax was imposed on personal holding companies. 
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As in the United States, in the Philippines, a corpor- 


ation is considered a personal holding company if two re- 
quisites relating to stock ownership and income of the cor- 
poration are present. If the shares of stock of the corpor- 
ation or if more than 50% in value of its outstanding shares 
Grectock 1s Owned directly on indireetly by or for not more 
than five individuals and if at least 80% of its gross in- 
come for the taxable year is personal holding company income, 
then the corporation is a personal holding company. 769 
Once a corporation is classified as a personal holding com- 
pany, it will be considered as such in subsequent years if 
70% of its income is "personal holding company ineomear aa: 
Moreover, under the NIRC, once a corporation is classified 
as personal holding ompany, it remains a personal holding 
company subject to penalty tax until a taxable year when 
during the»entire last half of that year less than 50% of 
its stock is owned by or for not more than five individuals 
or until three consecutive taxable years have expired or 
lapsed in each of which less than 70% of the gross income 
of such corporation is personal holding company income. */1 
inthe Philippines, as in) the United States, the stock-— 
ownership reguirement refers not only to direct ownership 


but also to indirect ownership. Thus, the stock that is 


owned directly or indirectly by or for a corporation, an 
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estate, or a trust is deemed as being owned proportionately 
by the shareholders, the partners or the beneficiaries. 2/2 
An individual is also considered as owning that which is 
Gprecet ly or Indirectly awned by or for nis family, or by or 


212 


for his partners. Likewise, an option to acquire shares 


€fascOCckror an. optrone to. acquire. said option is considered 
stock ownership.?/4 

The income items that are considered personal holding 
company income are: dividends, interests, royalties, gains 
from sales of securities, gains from transactions in commo- 
dities, amounts includible in computing the net income of 
the estates and trusts, amounts received as income or com- 
pensation under personal service contracts if certain con- 
ditions are met or exist, rentals from the use of corpora- 
tion property by a stockholder, rents unless they consti- 
tute 50% or more of the gross income of the corporation's 
Gross income, and mineral, oil or gas royalties unless they 
Gonstitute 50% or more of the gross income of the corpora-— 
tion and the deductions relating to expenses other than 
compensation for personal services constitute 15% or more 
of the gross income. 279 

CANADA 


In Canada, as in France, tfiervrewr1s no adartcional tax 


imposed on the income of personal holding companies as those 
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existing in the Philippines and the United States. The 


closest to a personal holding company in Canada is the so- 
called "personal corporation”. However, as discussed ear- 
Mier, “personal corporations” are, for purposes of income 
taxation, treated differently, 
3. Receipts of Investment Companies 
FRANCE 

In France, the important types of investment companies 
are the societes prives d'investissement a capital fixe 
(close-end investment companies) and societes d'investisse- 
ment a capital variable (open-end investment companies). 

Societes prives d'investissement a capital fixe are 
investment companies employing a fixed amount of capital. 
Under Article 208-1, 1[pis A, CGI, said investment companies 
are exempt on their dividends and interest receipts and on 
their capital gains from security sales. Dividends and 
interests paid to an investment company by companies whose 
securities the investment company holds are subject to the 
normal withholding of income tax. But dividends distributed 
by the investment company to its shareholders, either from 
Mecemouvicend receipts, capital gains or interest receipts, 
are exempt from withholding at source. Furthermore, although 
the shareholders of the investment company include their 


dividend receipts as taxable income, they are "entitled 
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to credit, against their tax due, an aliquot share of the 


sum withheld at the source on the dividend and interest 
payments received by the investment company. "276 
To be deemed a close-end investment company, an invest- 
ment company must: i) limit its activity to the ownership 
and management ofa gates of corporate securities; ii) 
have a fully paid minimum capital of 2,500,000 Francs; 
Li) aps InVesemmore, than 5% Of Lis capital in ans shares 
of any one company nor own more than 10% of the shares of 
any one company; and, iv) not pay to directors profit-sha- 
ring allowances exceeding 5% of the net income. 777 
Open-end investment companies or societes d'investisse- 
ment a capital variable are established with the permission 
of the French Minister of Finance. 278 Despite any contrary 
provisions under the corporation law, open-end investment 
companies may increase their capitalization or decrease it 
by -cieeeee outstanding shares on seminal, 6? 
Open-end investment ones enjoy the same benefits 


280 Furthermore, 


as the close-end investment companies. 
under Article 144-2, CGI, there is no withholding of tax 
at the source when it reacquires its own shares. To be 
entitled to all the benefits available, the open-end invest- 


ment company should satisfy the following requirements: 1) 


Geeeiittial Capital must not be less than 20,000,000 Francs; 
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ii) its capital cannot be reduced below 10,000,000 Francs, 
~i1) at least 30% ef its assets must “be ‘kept’ “1n@cash/ “bank 
deposits, short-term government securities, and Franc bonds 
issued to the general public or quoted on a security exchange; 
iv) at least 90% must be kept in cash, deposits, short-term 
government securities, and securities issued to the general 
public or quoted on an exchange; and, v) its capital gains 
must be put in a reserve fon capital losses until the’ reserve 
equals the value of 10% of the portfolio. 281 

The tax benefits available to close-end and open-end 

investment companies are also granted to other investment 
entities set up for specific purposes favored by the govern- 


282 


ment. Among them are societes anonymes de financement 


de recherches et d'exploitation des gisements d'hydrocar- 


bures liguides ou _gazeux (entities to finance petroleum 
exploration and development), companies organized to foster 
regional development, societes financieres pour le develop- 
pement economigue outre-mer, (companies to foster the eco- 


nomic development of France's overseas departments), 


societes sahariennes de developpement (companies set up to 
foster development of the Sahara), and societes immobilieres 
d'investissement (real property investment companies) . 783 


Foreign investment companies in France are taxed as 


ordinary foreign corporations. 
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UNTTED STATES 


Investment companies in the United States are accorded 
more benefits than those in France. 

Sections 851 to 855, Subchapter M, IRC, grant special 
treatment to certain investment funds which qualify as 
belonging to "regulated investment companies". The said 
investment companies are in effect relieved of ita big dtey: 
for corporate tax with respect to ordinary income and capi- 
tal gains fro their securities investments if this income 
is currently distribted to their shareholders. The regulated 
investment company is, thus, treated as a conduit rather 
than as a taxable entity despite the fact that these compa-— 
nies are conducted in corporate form. It is designed to 
remove any differential in tax cost to the individual in- 
vestor as between investing directly in corporate securities 
and acquiring a participation in the investment firm and, 
henceindirectly in its securities portfolio. 784 

The majority of the investment companies are of the 
open-end type. It simply means, as in France, that an 
individual investor acquires an interest in the COEPOGatLOn 
by purchasing newly issued shares on original issue from 
the company itself, and can withdraw by presenting his stock 
to the company for redemption in cash at current market 


value.?85 ‘The corporation is at any time ready to issue 
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new stocks or redeem outstanding stocks so that the capital 
structure is in a state of constant flux. 286 Companies of 
the close-end type, as in France, are corporations with "a 
fixed capital structure and their shares normally may be 
obtained only from other shareholders by purchase, frequently, 
on a national stock exchange. 287 

In order that a corporation may qualify as a regulated 
investment company entitled to all the benefits described 
above, the following requirements must be satisfied: i) 
it must be registered with the Securities and Exchange Commis- 
Sion under the Investment Act of 1940; ii) it must nc be a 
personal holding company; iii) at least 90% of its income 
must be derived from dividends, interest, and gains on sales 
of securities, with a limitation on the amount permitted to 
be derived from the rapid turnover of securities; iv) the 
COUSIN Pivdstnienté must be diversified; v) the company 
may not acquire more than a 10% interest in the securities 
of any single operating company; and, vi) it must distribute 
aie: PROS he hay tie as Currently taxable dividends at jeast 
10% of its net income, exclusive of net long-term capital 
gains, 288 

A regulated investment company is allowed a deduction 


289 


for dividends paid to ist shareholders. Teals,chus: 


taxed at regular corporate rates only on the amount of its 
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income which is not distributed. 290 However, it is not 


allowed the 85% intercorporate dividends deduction. 291 The 
amount distributed by the company as a dividend is taxed to 
the individual shareholders in the year in which the distri- 
bution is made. The said dividends are, generally, subject 
Decimeco the 9550 anntial exclusion’ and the 4% dividends re- 


ceived cred: uae 


These matters will be discussed later. 

If the regulated company distributes currently all or 
a part of its net long-term capital gains, the distribution 
will be taxed qoAong= te an Capital gain to the shareholders 
rather than as an ordinary dividend.?93 undistributed net 
long-term capital gain is taxed to the company at the rate 
OF 25%, 294 However, the company may make "constructive 
Capital gain distribution" by so informing each shareholder. 
The mechanism of the same is explained as follows: "The 
shareholder is ... required to include the amount desig- 
nated by the company as constructively distributed in his 
gross income as a long-term capital gain. But he is also 
regarded as having paid the 25% capital gains tax thereon 
and hence entitled tocredit his share of the tax paid by 
the company against his individual tax liability ... To 
prevent a second capital gain tax on the sale of his invest- 
ment company stock, the shareholder increases his basis for 


EHeestock “by "75% of the constructive distribution. "79° 
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If more than half of the assets of a regulated company 


are invested in the securities of a foreign corporation, 
the foreign tax credit otherwise allowable to the company 
as to its income from such securities is allowed as a credit 
to shareholders to whom such income is currently distribu- 
ted. 220 

In the United States, "real estate investment trusts” 
are subject to substantially the same tax treatment as re- 
gulated investment companies. 29/7 

Foreign investment companies, ordinarily, are not 
subject to income tax because it holds no United States 
securities and, therefore, has no’ United States source 
income. However, Section 1246, IRC, provides that gains 
on the sale or exchange of stock in a foreign investment 
company shall be taxed at ordinary income rates. Hence, 
shareholders of foreign investment companies do not get 
any undue advantage. 

PHILIPPINES 

In the Philippines, Section 20 of Revenue Regulations 
No. 2 defines an investment company as one whose activities 
are not only that of a mere holding company, but further 
include the buying and selling of stocks, securities, real 
estate, or other investment property (whether upon an 


Surerqnt or smarginal basis) so that the income is derived 
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not only from the investment yield but also from profits 
upon market fluctuations. 

Investment companies in the Philippines are taxed as 
ordinary corporations depending upon whether it is domestic 
Ore foreign. “It Ws? subject ito the additronal tax’ imposed 
on personal holding companies if it is classified as such. 
No distinction is made between open-end and close-end 
investment companies for tax purposes. 

There are no "real estate investment trusts” in the 
Philippines similar to those existing in the United States 
and France. However, for the purpose of encouraging the 
construction of houses and buildings, building and loan 
associations, created in accordance with the Philippine 
Corporation Act, are taxed at the reduced rate of only 12% 
on their income. 298 

CANADA 

hmeCcanadary under Section 69 (1)),9 ITA,” thevtaxrate for 
investment companies is non-progressive and at the low level 
of 18%. The said companies mst, however, also pay the 3% 
Old Age Security Tax. 

Considering the 20% dividend tax credit in the taxing 
of its shareholders, any double taxation of investment 
income derived through an investment corporation is virtually 


eliminated for anvestors in higher tax brackets. 299 
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Inter-corporate dividends received by an investment corpor- 
ation are also excluded from its taxable income. 29° 

Under Section 69 (2), ITA, an investment company means 
a corporation camplying with the following conditions; i) 
at least 80% of its property must be shares, bonds, mar- 
ketable securities and cash throughout the taxation year; 
ie not Wessuthant 95%s0f ats income for the year must be 
derived from shares, bonds, and marketable securities; i111) 
not less than 80% of its gross revenue must be from sources 
in Canada; iv) not more than 25% of its gross revenue for 
the year can be from interest; v) at no time in the year 
can more than 10% of its property consist of shares, bonds, 
or securities of any one corporation or debtor, other than 
the government of Canada, or a Canadian province or munici- 
panty. Vit)sratenoy time ainythe yearn can the number, of share- 
holders of the corporation be less than 50 and none of 
them can at any time in the year hold more than 25% of the 
eeagocs Ofethe capital stockyof ithe corporation? and, vii) 
not less than 85% of its taxable income and exempt income 
for the year, exeept dividends or interests received in the 
form of shares, bonds or other securities, that have not 
been sold before the end of the taxation year, minus 21% 
Oats taxable sincome for the, year and taxes paid to other 


governments must have been distributed to shareholders before 
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the end of the year. 


It should be noted that, in Canada, as in the Philippines, 
there are no separate rules pertaining to open-end and close- 
end investment companies. "Real property investment trusts" 
in Canada are not treated in the same manner as the said 
entities are treated in France and the United States. The 
said entitites are taxed as trusts under the ITA, 

There are different rules for the taxation of non- 
resident (foreign) owned investment corporations. The 
income tax rate for non-resident-owned corporations is only 
15%. HOwever, it is not allowed to deduct ‘from income 
capital items such as foreign taxes paid and interest on 
its bonds, debentures, securities or other indebtedness, 
Moreover, different percentages are required with respect 
to stock ownership and amount of revenue from certain types 
of properties in the case of non-resident-owned investment 
corporations. The special rules applicable to said corpo- 
Haeionseanrece found: in. Section 70,, TTA. 

4, Receipts of Banks 
FRANCE 

In France, as a general rule, corporate income tax 

provisions apply to banks in the same manner as it is 


SHOE 


imposed upon other corporations. However, there are 


some minor variations. Banks are permitted to deduct from 
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taxable income certain sums set aside as reserves to meet 


special risks of medium-term and long-term loans. With 
some exceptions, the amount deducted should not exceed 5% 
of the taxable income in any year and the amount on reserve 
should not exceed 5% of the outstanding medium-term and 


long-term loans. 202 


Ordinarily, banks are allowed a credit 
for income tax withheld at the source like other corporations. 
The exception is with respect to interest on government 
bonds which are exempt from withholding at source. Corpo- 
rations usually claim a "fictitious credit" against their 
income tax as if tax had been withheld at source.29° ‘the 
miguraco Claimia “fLictitious’credit”™ does not apply™to 
banks. Under Section 2, CGI, interests on government bonds 
are fully taxable in the hands of the banks. 
UNITED STATES 

In the United States, banks receive a more favorable 
treatment for tax purposes as compared to France. Banks 
are subject to tax at the same rates as other corporations 
and compute their taxable income in the same manner. Never- 
theless, a bank is not limited to/éapital loss deduction 
for losses resulting from worthlessness of bonds, debentures, 
and other debt securities but may treat such securities 


as bad debts and, hence, as ordinary losses in accordance 


with Section 582 (a), IRC. Banks like other corporations, 
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are allowed a reasonable allowance for bad debts under the 


reserve method, or they may write off bad debts losses as 
they occur. Furthermore, under Revenue Ruling 54-148, 1954-1 
CB 60, commercial banks employing the reserve method for 
bad debts may deduct up to three times their average loss 
experience factor during any consecutive 20-year period 
eater L927. 
PHILIPPINES 

In the Philippines, banks are given almost the same 
kind of favorable treatment as those in the United States. 
Remaneche United States, Section 30° (Ee) (3), NIRC, it is 
provided that if any securities as defined in Section 84 
are ascertained to be worthless and charged off within the 
taxable year and are capital assets, the loss resulting 
therefrom shall in case of banks be treated as ordinary 
loss. Furthermore, as already mentioned earlier, banks 
are not subject to the additional tax on accumulated pro- 
BES: 

CANADA 

ieeaadap fOr simcome tax purposes, banks are treated 
as other ordinary corporations. However, in accordance 
with Section 9, ITA, there shall be included in computing 
the income of a bank for a taxation year, the amount by 


which the aggregate of the amounts that, at the end of 
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the year, are set aside or reserved by way of write down 


of the value of assets or appropriation to contingency 
reserves or contingent accounts for the purpose of meeting 
losses on loans, bad or doubtful debts, depreciation in 
the value of assets other than bank premises, or other con- 
tingencies, which is, in the opinion of the Minister of 
Finance having regard to all the circumstances, in excess 
of the reasonable requirements of the bank. Thus, to the 
extent that the reserves or the amount set aside are not 
in excess of the reasonable requirements of a bank, the same 
are not included in computing the income of the bank. 
5. Receipts of Insurance Companies 

FRANCE 

In France, for purposes of fixing liability and com- 
puting taxable income, life and non-life insurance com- 
panies are treated in the same manner. 

Subject to certain special provisions, the income of 
insurance companies are taxed just as other corporations. 
However, insurance companies are by law required to main- 
tain reserves sufficient to meet their obligations. The 
sums set aside for mandatory reserves are deductible from 
income. The deductibility of amounts allocated as optional 


reserves, such as reserve pour risques ehaCouns (reserve to 


meet pending claims), depend upon the ordinary rules rela- 
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ting to business reserves. In accordance with Article 39-1 to 
Eon>, “CGE, “only amounts “in"areserve to meet losses ‘or ex- 
Seriede-cehiat may be specified and the eventual payment of 

which is made probable by actual occurrences are deductible. 
Hence, in C.E. 30 nee ool pe NOwee pets Credit: insurance 
Pompey was denied deduction. of amounts placed in an optio- 
nal guaranty reserve in the event of economic crisis. A 
casualty insurance company was also denied deductions for 

sums placed in a general optional guaranty reserve Bee CAIOe 
SOnApawly LIGC Se Now 7PALS9: 

Ordinary corporations ave; tas anrude #igranted tthe 
right to claim a credit, against the amount of income tax 
due from them, for sums withheld at the source for divi- 
dends and interest. Under Article 220-4, CGI, the said 
tax benefit is not applicable to insurance companies. 

For purposes of tax administration, foreign insurance 
companies doing business in France are treated in the same 
manner as French insurance companies. However, with respect 
to non-resident firms reinsuring French risks, there is 
Slight access over theirlocks The said firms are required 
to report the amount of net premiums collected annually in 
Baomoctor related tito risks: located inthe country. 204 On 
the basis of the ee gathered from resident insurance. 


companies insuring similar risks in France, the Administra- 


-novyaket sap 


Ca ” ——~ 
vow YLT? ole 
—_ 


r- ¥ faxt a ant 





Pr > ses 
; r E = VW 
- B¢ . soe 
= »v? % 
. - * - 
m 
- ‘re , 
< - depre on th Peek s 
exit v3 tiogeT 
int % 083° Betealey i0°e 
> roe ‘20 4 Sa 
SS —_ 
7 
‘ - _ 
: sabe etd ment nal ei 
-*. 
: _ 


162 


tion annually publishes coefficients representing the por- 
tion -of those premiums deemed equal to net income from 


S05 


French operations. Nevertheless, if the Administration 


ie,able.to eee actual income from the reinsurance of 
French risks, tax is levied on Mae cera, oe 

In faccordance with Articles 206-5 and 219 bis, CGI, 
mutual insurance compamies are exempt from corporate kax 
Oneincome from their’ principal activity (insurance) and 
are subject to corporation income tax on income from real 
property, farms and forests, and movable capital at the 
reduced rate of -only’' 24%. “However, to be entitled to ‘the 
preferential tax treatment, the mutual company must not 
issue life insurance policies must not pay compensation 
to its managers or administrators, and must divide among 
its members the excess of the receipts over the expenses 
and required reserves. 

, UNITEDO STATES 

As compared to France, domestic life insurance 
companies in the United States get better treatment in 
connection with the taxation of their receipts. 

Life insurance companies are subject to the regular 
corporate tax on their total income, including underwriting 


income and capital gains as well as investment income. Their 


tax base is determined in three phases. 
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In phase one, taxable investment income includes net 


interests, and other forms of investment income, reduced by 
the proportion of taxable investment income needed to meet 
the requirement of policyholders' reserves. The reserve 
deduction is determined individually rather than on the 
basis of industry-wide percentage. Capital gains are 
taxable. However, earnings on qualified employee pension 
plans are specifically exempt from tax. 307 

Phase two includes one half of the amount by which 
the net gain from operations, after policyholders’ dividends, 
exceeds the taxable investment income computed in phase one. 
The 50% reduction is made because of the presumed difficulty 
in establishing with certainty the annual income of life 
insurance companies due to the long-term nature of life 
insurance contracts, ~?% 

Phase three is an effort to reach the untaxed, or 
deferred portion of phase two income. Thus, income not 
previously taxed is added to the tax base of the company 
when it is distributed to shareholders. Since shareholder 
surplus includes both an untaxed and a taxed portion, ae 
is important to distinguish as to any distribution between 
amounts which have been subjected to tax at the company 
BOG 


level and amounts which have not been so subjected. 


In this regard, the Tax Code provides that GrstnLoutions 
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to shareholders shall be deemed to have been drawn first 


from texeds,-surplus, so that the deferral resulting under 
phase two is not necessarily ended by a tax when dividend 
distributions are made, .if the amount distributed does 


not exceed the prior taxed portion. 29 


Untaxed surplus may 
also be taxed if it is accumulated beyond certain limits 
relating to either the policyholders' reserves or gross 
premium. 344 Hence, in this manner, a tax may be imposed 
on undistributed surplus not included in piace two. 

Mutual insurance companies in the United States do 
not get additional notable benefits as compared to other 
non-life dee ufelick comapnies. + However, under Sections 
821 to 826;°83l and 832, IRC, mutual companies with gross 
receipts up to $150,000 are exempt from tax, while compa- 
nies with gross receipts of between $150,000 and $500,000 
are given the option to be taxed on investment income 
only. 

feea Foreign 1ifé insurance company iS carrying on 
Basiness within the United States, special rules are 
applicable to it which are not applicable to other foreign 
Corporations or other foreign insurance companies. °1° 
The source rules contained in Sections 861 to 862, IRC, 


applicable to foreign corporations, as previously discussed, 


do not apply to a foreign life insurance company. It is 
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taxed on its "United States business" as defined in the 
Insurance act. 214 

With respect to non-life insurance companies, they 
are taxed in much the same manner as other non-insurance 
corporations depending upon whether they are domestic 
corporations, resident foreign corporations, and non- 
resident foreign corporations. However, non-life insurance 
comapnies are subject to special rules regarding the com- 
putation of income. As in the case of life insurance com- 
panies, they are taxed on their investment income, under- 
writing income, and capital gains.?+° 

Foreign non-life insurance companies engaged in trade 
and business in the United States are taxed only on United 
States source income as determined by Sections 861 to 865, 
TRC 

PHILIPPINES 

In the Philippines, the tax treatment of domestic life 
insurance companies is better than in the United States 
and France. 

Under the Philippines Tax Code, domestic life insurance 
companies are subject to a flat tax rate of 8 3/4% or under 
rates for ordinary corporations, whichever results in 


higher taxes, on its "investment income.316 "Investment 


income", as defined by law, is limited to interests, divi- 
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dends, rent, and income from any other business other 


317 Thus, the Bureau of 


than life insurance business. 
Internal Revenue has ruled that the commission income of 
life insurance companies is not subject to ordinary tax.?18 
However, it is subject to the capital gains tax in. accor- 
dance with the provisions of Sections 34 and 35, NIRC, as 
discussied earlier. 

Another important aspect is the provision allowing 
domestic life insurance companies to deduct from gross 
income the net additions, if any, required by law to be 
made within the year to reserve funds and the sums other 
than dividends paid within the year on policy and annuity 
contracts.°~? Nevertheless, to be entitled to the said 
deductions, the domestic life insurance company must agree 
to pay the tax imposed on ordinary corporations under 
Section, 24 (a), wire. °2° 

Resident foreign life insurance corporations are taxed 
in the same manner as domestic life insurance Companiés. 
However, theirinvestment income is computed in accordance 
with Section 24 (c) (2) as follows: "For purposes of this 
beragreaph, qajthesn net investment encomes fromiall sources 
within the Philippines! of a foreign life insurance company 


engaged in the life insurance business in the Philippines 


is that portion of its gross world investment income which 
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bears the same ratio to that income as their total Philip- 
pine reserve bears to their total world reserve, less that 
portion of their total world investment expenses which 
bears the same ratio to those expenses as their total in- 
vestment income bears to their total world investment. 

Non-resident life insurance companies are taxed as 
ordinary ‘corporations vat the rate of 35% of the gross 
income from all sources in the Philippines, including 
capital gains. However, reinsurance premiums are not in- 
cluded in computing sneer 

Domestic non-life insurance companies are, subject to 
certain exceptions, treated as domestic life insurance 
companies for tax purposes. The exceptions relate to the 
tax rate and the computation of gross income. 

Domestic non-life insurance companies are taxed at 
the ordinary corporate income tax rates.°2 

As to the deductibility o£ reserves, in the case 
of mutual fire and mutual casualty insurance companies re- 
quiring their members to make premium deposits to provide 
for losses and expenses, said companies shall not return 
as income any portion of the premium deposits returned to 
their policyholders, but shall return as taxable income 


all income received by them from all other sources plus 


such portion of the premium deposits as are retained by 
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the companies for purposes other than the payment of losses 
and expenses and reinsurance reserves. 973 

With respect to mutual] marine insurance companies, it 
shall include in their return of gross income gross premiums 
collected and received by them less amounts paid for reinsu- 
rance, but shall be entitled to include in deductions from 
GcOssS «income amounts repaid to policyholders on account of 
premiums previously paid by them, and interest paid upon 
those amounts between the period of ascertainment and the 
payment thereof. °?24 

Unlike the United States, in the Philippines, there 
is no tax exemption granted to small mutual insurance 
companies. 

Non-resident foreign non-life insurance corporations 
are taxed on its income in the same manner as non-resident 
foreign corporations. 

CANADA 

tirsuranee ‘companies in’ Canada are treated for tax 
Petree <| more or less, in the same manner as those in 
France. There are no special income tax rates for resident 
insurance corporations. The rates applicable to ordinary 
resident corporations apply to resident insurance corpora- 


tions. 


bier section 41(3), LTA, Lt is provided that, in lieu 
























‘pees sett adult: eee asecqued 2% . 
ay : fe. 
St coven gmmegtes bas si 

; - — 


5 sn ent skene ine .o2 snaques 2iW) on 
viikesq *20mp et , eooty 30. @99Se% siets ai s&ulond oe 
9 ’ ca es cet medd yd Gevieos2.Bne be 
‘ oo; sboderd ge Rabtisce ‘od iisde aud. yao 
binfvaple of hinges asnveus emoorns | 
yy ’ np .ewt vi ocaeqg yvlavotveig ene in 
¢ 7 boitaw ats ‘sowie! @2nugis 
| AS roenedscoh 
i if ' ,esvese basins odd edb iat 
5 2 betne sp noliqneks ted Get < 
om mpegs? tiebieeat-—nowt 
Tk 2 j it mt emoon ash no bexé? 
enos texoqxb ple" 
men : 
‘; eefasqeo> sonia 
- of? 2 ,eee! TO een”, - | 
: : sina x64 oi tatowge on 94s oteat Ten 
mink 


fe otilwrys -y39ea% o6f ,entolsesoqto> 


-<G1OUICD vIEEMIBGL Jitehceet oF viqus 8 


.) 


boeki wi Fats bai verag 2: ot net fey e 


ISHS, 
of the foreign tax deduction ordinarily allowed to taxpa- 


yers, a resident life insurance corporation may deduct from 
Part I tax otherwise payable the lesser of i) the income 
tax paid by it to the government of a foreign coutnry, or 
ii) the Part I tax otherwise payable on the corporation's 
taxable income for the year received from that country 
computed in a prescribed manner. The mode of computation 
is prescribed under Section 2400 to 2402, Part XXIV of the 
Income Tax Regulations. 

Resident corporations other than life insurance corpo- 
rations are subject to the ordinary rules regarding the 
computation of taxable income in accordance with the pro- 
WwEsitoOns.of Division.Ccsof ,Part »L,4 ITA... However, the special 
rules contained in Section 74, ITA, for computing income 
are applicable to it. 

With respect to resident mutual insurance companies, 
amcanadawithene is authonity to support the view, that they 
do not earn income. It is based on the mutual principle 
and the doctrine that income must be beneficially received. 
However, Section 68A, ITA, makes no distinction between 
mutual and non-mutual corporations when it states that, 
for the purpose of computing the income from business of 
a non-life insurance corporation, the following rules should 


be applied: (a) all premiums and other amounts received 










; is - 7 
at 
gros ag T eorie U ae 8 
‘ = _ @ ob t 26% > 
anpheb ven tottetogseo 6 blac 
A awe 
> 4 +> eT Lt 
omutd t to toeee) Say @ — —— to Ke! 
7. a ; _. 
ee 7 j ey yd Biagq 
. isc! ; - eA 33 Ps + Selamat: ei + o \« Ley 
‘ tad tha “7 
- 
ae - aa 
» al 4 Oe : 
‘ =) = {3 tO oLG * ree ees tw tects sand — aie 
7 _ : : 
ya . tens moth Beviepet aeey edt b 
ae 
} ; Jewitt ui i . Taritem . Dea s 1>ES ta 
i a. 
eS : Be 
7 Ci t.< ot Gt 4 "q roiss 6c. te bau « 
rt “ae . es) an > 
: \ ' 
ic td F 
F SF fF ' er , § 10 t- 5 xc 
hs] 6) 2) ; fh 3 posh op ne p-§ that a3 2S 
i « b Hat =e f i £5 ae (3 J = 9 
P| 5 ~ = ce 4 
; ioiw Spend ok smqont ef 
4 oS 4 wid 
Tr « ous 9 sole 
b | apt : = Swe A L « s To. 2 £I a 
i. r Ci d 10D tC LL ray £0 FFD 2 f : 
Lf tele ote x 5 LEVIS trebtes i 
t oo 4ek> + * J wii jIws ek 
t ‘ 7y 
, a7 ave Sal eo Hearse PE Fs ee & 
- 7 = 
“sned act Jeu SmOone- “tert 
- : - 7 
’ pes 
og Eon exsm —- 
- 


one eelnxn pokwol Lo 


13/0 


in respect of an insurance contract or arrangement are 
deemed to have been received by the corporation in the 
course of its business and; (b) this income will be com- 
puted in accordance with the rules applicable in computing 
the income from a business under Part I; and, (c) all 
income from the property vested in the corporation will be 
deemed to be income of the corporation. 

Moreover, Section 74 in conjunction with Section 11 (1) 
(m), ITA, enables non-life insurance companies, both mutual 
and non-mutual, to deduct, in computing their income the 
amount paid or credited to policyholders. The amount so 
paid or credited must be in connection with business from 
the year. It should be credited or paid within 12 months 
of the fiscal year by any of three ways, as follows: i) 
by paying it to the policyholders; ii) by applying it to- 
wards discharging the policyholder's premiums owing to 
the company; or iii) by crediting it to the accounts of 
policyholders so as to entitle them to payment on or before 
expiry or termination of the policy. 

Furthermore, Section 85B (5), ITA, precludes a general 
deduction for reserves with respect to insurance but allows 
non-life insurance corporations in computing income from 
the insurance business in such amounts as are prescribed. 


Non-resident life and non-life insurance corporations 
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are in a sense treated in a different manner because of 
Section 110B, ITA. Under Section 110B (1})a non-resident 
insurance’ corporations ds* subject to an additional tax 
equal to 15% of the amount by which its taxable income 
earned in Canada for the tax year exceeds a) the aggregate 
of the tax payable under Part I; b) income taxes payable 
byere to the government: Of a province to thevextent that 
such taxes were not deductible under Part I in computing 
its income for the year from the busiress carried on by it 
in Canada; and, c) such amount as an allowance in respect 
of net increases in its capital investment in property in 
Canada as is allowed by regulation. However, the non-resi- 
dent insurer can elect not to pay the additional tax by 
Deayanoge a tax equal to 15% of the amount it has elected to 
deduct under Section 110B (4), ITA. In ascordance with 
said provision, the non-resident insurer is supposed to 
deduct in computing its Canadian investment fund as of the 
end of the immediately following taxation year, an amount 
not greater than the amount, if any, by which the amount of 
TeercCanadian investment #fund as of the end of the year ex- 
ceeds the amount, as determined for purposes of the relevant 
HaewoOnity, Of such of the insurer's liability as of the end 
of the year as may be reasonably regarded to have been in- 


curred by it in the course of carrying on its insurance 
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Geekeceipts of Private Educational Institutions 
FRANCE 

In France, unless a private educational institution 
is by law specifically exempt from income taxation or 
classified as a charitable or welfare non-profit organization, 
Meelis esubyece stomtex on its income .as any other private, cor- 
poration. If the exemption is by provision of law, there 
is no problem whatsoever. If an educational institution 
is expressly declared to be a charitable or welfare organi- 
zation by administrative action, it will also be exempt from 
tax on its income. Nevertheless, it should be emphasized 
epee deGEActicless 206—55and ¢219 bisa CGl,.a charitable 
or welfare organization is subject to the corporation in- 
Peiemce mateo reduced rateuO0l.2474,40n any yincome, denived 
from real property, from the exploitation of farms or forests, 
or from securities, claims, and other forms of movable 
Gapital. 

UNITED STATES 

In the United States, private educational institutions 
are exempt fram taxation on its income if the requirements 
mentioned under Section 501 (c) (3), IRC, are fulfilled. 
The Section provides that a corporation or foundation is 


exempt from tax if (1) it is organized and operated ex- 
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ALPS. 
clusively for educational purposes; (2) no part of its 


earnings inures to the benefit of any private shareholder 
Omsindividuals; oGitnotsubstantial part of itssactivities 
consists in carrying on political propaganda or otherwise 
attempting to influence legislation; and, (4) it does not 
participate in a political campaign on behalf of a candi- 
date for public office. The private educational institution 
sha Wiebe tsubject  tomtax ton litsfincome, depending on the 
@yocmosetaxpayer 1b is; itgit fails tossatisfy stherrequire- 
mente slaLra. down insSection 501. (c) (3). 

PHILIPPINES 

Tnethe sPhilippines; under Section 27 (3). NIRC, 1f 
a corporation or association is organized exlusively for 
educational purposes and no part of the net income of 
said association or corporation inures to the benefit of 
any stockholder or individual, it shall be exempt from 
income tax. 

If the conditions provided for under Section 27 (e) 
are not met, the private educational institution is subject 
to tax on its income at the rate of only 10% in accordance 
with Section 24, NIRC. 

CANADA 
imeCanada, underesSection 62° (1) (e), 1TA, a charitable 


organization is exempt from income tax if all resources 
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of it is devoted to charitable activities carried on by 
the organization itself and no part of its income is pay- 
able to, or is otherwise available for the personal benefit 
of, any proprietor, member or shareholder thereof. 

Fumthermoresesection62 (1) Wb) ITA, provides that a 
club, society or association organized and operated exclu- 
sively for social welfare or for any purpose except profit 
is exempt from income tax if no part of the income of which 
is payable to or is otherwise available for the personal 
benefit of, any proprietor, member or shareholder thereof. 

Onwene basis of the Ssatdsprovasions, if a private 
education institution in Canada is able to satisfy the re- 
quirements prescribed, it is exempt from income taxation. 
Otherwise, it would be subject to tax depending upon the 
EypemOnt texXpayer 18ers. 
F. NET BUSINESS INCOME 

FRANCE 

In France, net or taxable business income is defined 
as the excess of gross iname jVover the expenses incurred 
in acquiring or preserving the income in accordance with 
Articles 13-1 and 209, CGI. The French individual and 
corporate income tax is based on the concept of net income. 
In other words, the income tax rate is applied to business 


income after deducting from gross business income the 
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expenses incurred in acquiring or preserving the income. 
UNITED STATES 

As in France, the U.S. federal income tax is funda- 
ment ally a tax upon net income. In the case of busiress 
companies or firms, net income means gross income (gross 
receipts less cost of goods sold) reduced by the operating 
expenses incurred in earning the gross income. The expen- 
ses are allowed as deductions from gross income in accor- 
dance with Section 161, IRC, and will be discussed with 
certain applicable limitations later. 

PHILIPPINES 

As in France and the United States, in the Philippines, 
income taxation is based on net income. Under Section 28, 
NIRC, "net income” means the gross income computed under 
Section 29, NIRC, less the deductions allowed by Section 
30, NIRC. Thus, the gross business income less the allowable 
deductions of the taxpayer is the taxable net income of the 
taxpayer on which shall be computed the graduated rates in 
Section 21, NIRC, in case of individuals. As to corporations, 
the difference between the gross income and the allowable 
deductions is the amount subject to the tax prescribed in 
Section 24, NIRC. 

CANADA 


Ta Canada, as in the United States, France, and the 
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Philippines, the basis of taxation is also the net income. 
Section 2(3), ITA, provides that the net or taxable income 
of a taxpayer for a taxation year is his income for the 
year minus the deductions permitted by Division C. Thus, 
net business income, in Canda, is gross business income 
minus the expenses necessary for producing or preserving 


or protecting the income. 
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Til. DEDUCTIONS 


A. DEDUCTIBILITY OF ITEMS DEPENDING UPON TAXPAYER 
FRANCE 

With respect to individuals, in France, a non-resident, 
as compared to a resident, whether a citizen or an alien, 
is also entitled to deduct expenses directly connected 
with the earning of actual income from French sources.+ 
He is also entitled to a credit for sums withheld for actual 
income earned from French sources. Nevertheless, in no 
case may the credit be used to reduce his tax below 24% of 
Nise caxalle income. * It should be noted, however, that as 
to presumed income (income conclusively imputed to have 
been earned due to the possession of certain external signs 
of wealth, such as cars, boats, servants, and horses), a 
non-resident is not entitled to any deduction or credit 
whatsoever .> 

In connection with corporations, a foreign corporation 
as compared to a domestic corporation, is not entitled to 
any deduction except in the case of royalties which may be 
reduced by 20% for presumed expenses before the 24% rate 
is pedi The tax on services, applicable to royalties 
at 8.5%, is also deducted before the 24% rate is applied.” 

UNITED STATES 


In the United States, with respect to individuals, 
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citizens and resident aliens are entitled to deduct the 

same items. © Non-resident aliens engaged in business in 

the United States are entitled to deduct, subject to certain 
imitations, contributions to charity and the production of 


7 The non-resident alien en- 


income in the United States. 
gaged in business in the United States is also allowed a 
a tax credit for sums withheld at local sources upon proper 
substantiation. ® 

Regarding corporations, resident - foreign corporations, 
as distinguished from domestic corporations, aside from the 
deductible asi Contec ouULions under Section 170, IRC, 
are also entitled to dedwt items connected with the pro- 


duction of income in>-the United States.” 


Subject to com-— 
pliance with the requirement of substantiation, resident 
foreign corporations are also allowed tax credits on sums 


oe Non-resident foreign corpo- 


withheld at local sources. 
ations are not entitled to deductions. 
PHILIPPINES 

There is no difference whatsoever between the Phi- 
lippines and the United States with respect to rules in- 
voling deductions as applied to various classes of indi- 
nese Aye 
viduals and corporate taxpayers. 


CANADA 


As in France, both residents and non-residents, whether 
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citizens or aliens, may deduct expenses : connected with 
the ®actual A a Pnaaod income in Canada. H€wever, non- 
residents are not entitled to deduct anything whatsoever 
with respect to the additional income tax at the flat rate 
of 15% under Section 106, ITA, in accordance with the pro- 
Visions ofsSectionslos, ITA. 

As to resident or non-resident corporations, the de- 
duction rules with respect to resident and non-resident 
individuals are applicable. 


B. THE CONCEPT OF INCOME-CONNECTED DEDUCTIONS AND ITS 
LIMITATIONS 


Basically, deductions could be classified ciaveloy | Gh) 
personal deductions; and, (2) income-connected deductions. 

Personal deductions are mostly available to individuals 
under specific statutory authority. These deductions do 
not represent expenses incurred in earning or protecting 
income. Since this thesis deals solely with the treatment 
of business income, the discussion will be limited to de- 
@uctions connected with ‘the acquisition or preservation 
of income derived from business. 

FRANCE 

tn France, Articles 39-1-1° to 39-1-5°, CGI, expressly 

specifies several items as deductible. Nevertheless, the 


fact that an expense is not mentioned in the French Tax 


is -_ 
iviw Seaoddo’ - al 
“7 i 
™ 7 a J ’ 
~*~ 1 
> ‘1 
J a fe 
~~ + 7 ’ ] a 
' 
7 - 
‘ 
3 
/ 
‘ 
t 
- 
us 
lage 
i% 
th 
, a i 













aT‘? *oeaq2e7- ‘iw salu. coisa 


‘236282 ‘a wet kk a 
; a. ee 
4 Oi aolsjos?= $6: eoniaks 


= 8 Vie ot : rte fs sezcos. ad 5 
- 


6 
a Tete okt x a 2 LaubivibT: 


TL NO TI MOD Be ll 


thoage xobr 


(2) #e ime ta 19891qS3 JOH, 


(tt ia 
» os iy -e@oniea «S090 


- _ 


; oat sheet 
- So 


5 1 | yOrZ a bos Dx “7109 > se $a i 


a 


ttre sob 


180 


Code does not prevent its deduction if the expense is other- 
wise proper. There is little problem piconet ton with 

the deductions expressly allowable under the CGl. These 
Mili be diseussea later, «The difficulty ites in what is 
feti unsaid. 

The first principle with respect to the Genuctibi lity, 
of business expenses is that the taxpayer may deduct tehe 
expenses incurred by him in the acguisition or protection 
of the business income (depenses effectuees en vue de l'ac- 
guisition et dela conservation du revenu as a 

Under the above principle, the key factor in ascer- 
taining whether or not certain expense items are deductible 
is the purpose of the outlay. TE mist be: for = the purpose 
of acquiring or preserving TicoOme . 

With respect to outlays for the purpose Of acquiring 
income, in order to qualify the expense as deductible, it 
is not necessary ena pecause of the expense, income be 
actually earned. The fact that the purpose of the outlay 
is to acguire income will suffice. Examples of expenses 
for the purpose of earning income are: salaries paid to 
employees, amounts expended to purchase or manufacture 
inventory, and advertisement expenses. 

Expenditures for the purpose of preserving income are 


also deductible. The outlay must have as ceisy iui ack (oPsmKee 
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tive the preservation of the assets of the business enter- 
prise sor the business itself. Examples of the said expen- 
ditures are: insurance expenses covering the assets of 
the business, legal fees paid in connection with a suit to 
Getermine the right of an entity to engage in a particular 
line of business, and expenses to restrict competition if 
the competitor is powerful enough to destroy the 
business of the taxpayer incurring the expenditure. 

PLOLitseaiceributed by corporations are, as a general 
rule, not deductible. The reason is that the distribution 
Gr prorits does not constitute an outlay for the purpose 
of earning or preserving income!?rhere is, however, an 
exception to this rule relating to new shares which will 
be taken up later. 

Moreover, fue to the requirement that the business 
must be for the purpose of acquiring or preserving income, 
there is a general BAT eED, against the deduction of 
personal living expenses. 24 Ie WSC We OSPR S pe UE KOs ees: 
January 1961, Deb. A.N., p- 96, no deduction was allowed 
for social security taxes paid in connection with the 
employment of household servants on the ground that the 


payments were personal expenses. Baby-sitting expenses 


incurred were also not also allowed as deductions in 
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RM; oy 866ee 0. OF Bi April O62, 8 Deb BAN. 880s S09. Ty Dives. ML. 
tap 27 0.0. aOsdUNesL 962, Deb. Az:Nin p83 1497, the expenses 


incurred by a person in volunteer work as hospital adminis-— 
trator was denied deduction as being in the nature of 
pessonail expenses. 

Anothere important, doctrine.is that an expense is 
deductible from business income only if incurred in the 
Pineenect) of chen ibm weandsd inaconnectionswiths itssopera-— 
EiOnS.2¢' 

toe Cetin (2oeMayel I60;.NO. 48,078, the educational 
expenses; £0r, the; son of an. associate of a limited liabi- 
lity company was not considered as made in the "interest 
Peethessirm: andeaJin. conmecti on with 1 ts,operations.«.As 
a consequence, deduction of the particular expense was 
denied. 

Interest oOnjsas loansincurred tossatisfy a personal 
obligation of a firm associate was also refused deduction 
oto e Maye Lo 415 NO. 67,729. 

An allowance given to the widow of a former associate 
pEmomcuciness.concern for her, to, be able to rent an auto— 


mobile was also deemed not deductible.-2 
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Moreover, it has been held that a businessman may not 
take a tax deduction for rent to the extent that the 
business premises are used as his living quarters. ?® 

Another fundamental principle refers to the non- 
deductibility (of an outlay if the expense has as a counter- 
Bemgemene acquisition ofan asset ‘that. “increases the net- 
worth shown on the balance sheet."17 In other words, it is 
necessary to distinguish between a non-deductible capital 
expenditure and an expense incurred for the purpose of 
earning the business income. 

Mime liactratront or sthe rulemisse, BYe23. Marche l933, 

No. 23.759, where it was held that sums spent to acquire 
the goodwill of an enterprise are not deductible expendi- 
fureste The reasontis*that the*goodwill is an asset ‘that 
increases the net worth of the taxpayer. 

iene Mee, 24d. Om Lomdulye b929, Deb Se Chi, pe '253.27 
it was also declared that no part of an annuity paid as 
compensation for the acquisition of an asset is deductible. 

Amounts spent to acquire a new factory building would 
be another example of an expenditure for the acquisition 
of a capital asset. Hence, it is not deductible in the 
year of acquisition. However, the value of a factory 
building can be written off over its useful life through 


annual depreciation deductions. 


va. 
a f 

























Tel : 


sou yeu eine centage « sand Sabla 


and dart toetoe echt OF tne 20% eae 
ol exetueep paiwie eid Be Gseu sae soe imong et - 


Ud 
non off of etetet siqkpaisg fed:euchost i 


-yasnve> 6 86 seri aia ety DL yeltuo ns Tor’ ye 


sit Beesgezonl" siestd teers ris to soltialypos 


+ 42 <ebzew todgo ot ‘SS teptie poneies ery no nworle f }: 


lstieno sldrsoubebh+ant's toewird dekhogakvelb oF - 


jo seoqiud oft 322 berxupntt sanegxs MS bne stir 


port Shabebkt eld? pt 


cool dows £8 8.9 2% elex oift Ep aeksarsavl lena’ 


— 


- 


exzuvsn of smeqe amue Isnt fot aaw oi ezotle’ 


-~ihasaxs sidrisgbel & rot tr se liug segue ne so ILiw 
je? soeet Ae eb LE tuboop ed’ sem ek noeset Ont” 2 
-reysarvet only =o fxow ten off» 

SERS: oot sete, SOL tet ie tie ae em 
es Bley vsiuiton wa to dioq on Sens persioeh cele Sw 
.sfdiisolbeb ei Jonse ce Io nortialypos ey sini ) 
bkirow pribiivd yxosos? weit 6 eriupos “ot drage” 
fokisetuens afd 2O2 one tine ns 20 @fynexe’ mE 
et tei sid stonboh Sor 2s 3 oon | 
yaoso&t 8 Zo soley aisi TOVOHOR, 


a 2 


Appozds stil bigeen atk seve 20 A 
i ; 7 7 q ge 


183 


"Accessory" expenses incurred in relation to the 
acquisition of a capital asset are treated as a portion of 
the cost of the asset only if the expenses increase its 
value. Normally, there is no such increase. 18 Hence, the 
expenses are deemed to be connected with the earning of 
business income and, thus, deductible. Examples of 
"accessory expenses are commissions paid to brokers or 
registration taxes. It should be noted that the taxpayer 
is given another alternative with respect to accessory 
expenses. If he so desires, the taxpayer could Cap ive 2c 
accessory expenses and write them off over a number of 
VeeRms as costspinttheenature!of organization.?9 

It must also be emphasized that an expenditure that 
has as its counterpart the reduction of a liability is not 


Pomadibless) 


An example would be the payment of the 
principal of a debt. In this regard, the reason given for 
disallowing deduction is the fact that the extinguishment 
of an obligation is something that increases the net worth 
of an enterprise. Nevertheless, it is submitted that, at 
the payment was made to settle an ObligationgincunBmed. Lor 
the purpose of earning income, such as the punchasedor 
goods for resale or the acquisition of raw materials for 


the production of a particular commercial product, the 


payment would certainly be a deductible expense. 
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Under Article 27 of the Act of July 12, 1965, busi- 


ness firms must accompany the declaration of their "results" 
with a detailed return of expenses when such expenses ex- 
ceed limits laid down by MinisterialOrder. The expenses 
in question come under four categories, as follows: 1) 
expenses relating to highly paid persons in a firm; ii) 
expenses in connection with buildings not used for trading 
purposes; iii) presents, other than objects of small value 
specially designed for advertising purposes; and, iv)enter- 
tainment expenses. 
If the business enterprise fails to make a return or 
files an incomplete return, the unsubstantiated expenses 
are automatically included in its taxable income. 7 
With respect to "sumptuary expenses", the deduction of 
expenditures regarding hunting, shooting and Etshing; 
pleasure craft; and, amenity dwellings are expressly 
forbidden wo? 
As to the payment of compensation for services ren- 
dered, there is a requirement that the payment should be 
the normal remuneration for actual services performed. To 
the detent that the payment is abnormal in amount, deduction 
is not allowed. This will be discussed extensively later. 
It should be underscored that in France, as in Canada, 


the principle of "normality of payments” or "reasonableness" 
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is not restricted to expenses involving compensation for 
services rendered. 

Under Article 39-2, CGI, fines, penalties and other 
expenses resulting from the violation of laws regulating 
prices, rationing, and the assessment of taxes are expressly 
declared to be non-deductible. 

nek Mo aoe Ue O. 5s March Lo5G, Deb. Clk., p. 409; 
it was stated that fines paid by a trucking enterprise for 
the traffic violations of its drivers are not deductible. 
Furthermore, in C.E. 22 December 1944, Nos. 76,445 and 
76,446, it was declared that if a fine is non-deductible, 
the legal and other fees arising out of the matter are gen- 
erally non-deductible. However, penalties for the late 
payment of a deductible tax are sometimes deductible. 2? 

Damages that a compnay firm is required to pay by order 
of a court are deductible if they are the result of normal 
business transactions. Thus, in R.M. 2,307, J.O. 1 March 
jao2o Debs Ch., p. 745, the damages that a corporation paid 
as a consequence of an automobile accident involving its 
managing director, while on a business engagement were 
considered deductible. It should be noted that the fines 
arising from the accident were not adjudged deductible. 

No express provision bars the deduction of illegal 


expenses. Thus, if "a business enterprise is required to 
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pay rent for business premises at a rate in excess of the 


legal ceiling, the total rent paid will ordinarily be 


deductible. oc 


Another illustration is C.E. 23 December 
MOSOneNo. 6407578. ehInithis casepedue! to the conditions 
of the time, the excess over the legal prices, paid by a 
firm to acquire goods on the black market during and after 
the occupation, were held deductible. However, deductibility 
is the exception rather than the general rule with respect 
to illegal expenses incurred in connection with an illegal 
activity. 

Corollary to the rule that the income of foreign branches 
of French Corporations are not taxable, expenses incurred 
by such branches, except in certain situations to encourage 
French exports, cannot be deducted by French corporations. 7° 

Finally, if the expenses incurred by a taxpayer relates 
partly only to business, solely, the part relating to 
business may be deducted. 2© 

UNITED (STATES 

Tumthoaunt tedtstatestSection 162) (a), JIRC, provides 
for the deduction from gross income of the general expenses 
of a business concern. Pursuant to the said provision, 
"all the ordinary and necessary expenses paid or incurred 


during the taxable year in carrying on any trade or busi- 


nesses are tdeductible. 
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87 
The burden of clearly showing that the deduction falls 


under Section 162 (a) is on the taxpayer as explained in 
Interstate Transit Lines v. Commissioner. ?/ The reason for 
thepcuile eis «that lan:cincome tax deduction sis 'a matter of 
legislative grace and that the burden of clearly showing the 
right to the claimed deduction is on the taxpayer. 

ThoeretarerothersSeetions "of ‘the Urs. ‘Tax sCoderthat 
specifically provide for the deduction of certain items, 
such as “interest, taxes, losses,’ and bad debts. These 
deductions, even if not specifically enumerated, would 
presumably be allowed as deductions to business enterprises 
in accordance with the language of Section 162 (a) .28 

An expense, to be deductible from business income under 
Section 162 (a), must be "ordinary and necessary" in nature. 
THewequuy alert “of this cin tFranee tis )the omiiemenceres: & 
and "in connection with the business" requirement. 

The "ordinary and necessary" requirement is explained 


in Welch v. Helvering, as follows: 


Jerdinany tin ithistcontext' doesnot, mean thatmthe 
payments must be habitual or normal in the sense 
that the same taxpayer will have to make then 
often. A lawsuit affecting the safety of a 
business may happen once in a lifetime. The 
counsel fees may be so heavy that repetition is 
unlikely. None the less, the expense is an 
ordinary one because we know from experience 
that payments for such a purpose, whether the 
amount is large or small, are the common and 
accepted means of defense against attack. 
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«.eThe situation is unique in the life of an aa 

ind weave leattecteq, but not in the late of the 

group aathewcommunity, -of which he 1s a part." 

In the Welch case, a former officer of a bankrupt 
company entered into a similar business on his own account. 
In order to’ re-establish his relations with its customers 
and to improve his credit standing, he paid certain debts 
(owe ye bankrupt company. Granting that the payments may 
have been "necessary" to the development of the taxpayer's 
business, the deductions were not allowed. The reason was 
simply because the payment of another's debts without any 
Vega lmobligation to.do so does not constitute 9 jondinary ~ 
conduct in the business community. Moreover, the Court 
seemed to have regarded the payment of the company's debts 
as analogous to the payment of a personal expense, thus 
implying that the action of the taxpayer was motivated by 
factors not directly or exclusively related with the 
punsultro ft his -business;or -trade. 

Other examples of payments made which were adjudged 
Bernot constituting,"ordinary™ conduct in the business 
community are the following: 1) payment by a bank of a 
judgement against its president for mismanagement of trust 
funds; 29 2) payment by a corporation to settle a litigation 


between the trustees of a trust which held its shares and 


the objectors to the accounting of the trustees;°>! and, 
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189 
3) payment of an importer to creditors of its foreign sup- 


plier to save its source of supply by averting the bank- 
ruptcy of the supplier in question. ?? 

However, a deduction was allowed where a medical part- 
nership voluntarily made up the operating deficits of a 
non-profit hospital which it controlled??. The decision 
was based on the fact that ready access to hospital facili- 
ties was a factor in obtaining patients considering the 
shortage of hospital facilities. Hence, the payment was 
made to maintain existing business relationship rather than 
the creation of favorable conditions for the launching of a 
new business as was in the Welch case. 

If the payment is for the purpose of maintaing existing 
goodwill and not an expense to acquire goodwill, as was the 
Situation in the Welch case, it is considered as falling 
within the "ordinary" requirement. Thus, the amounts 
expended by a corporation to pay the personal debts of its 
deceased and insolvent president to salesmen which it 
employed in order to retain their loyalty were held to be 
deductible. °* 

Feminercanee, in claiming deductions, thevexpenses must 
not only be actually paid or incurred but should also be 


substantiated by evidence of payment such as receipts or 


vouchers. Nevertheless, even if the taxpayer is unable to 
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190 
support his claim with receipts, if the expenses are commonly 


made in the profession or business, his failure to keep an 
exact account of the expenses will not entirely deprive him 
of a deduction. 

In Cohan v. Commissioner, 35 the taxpayer had to be 
free-handed in entertaining actor's employees and dramatic 
critics because of his business. He also spent a large sum 
travelling with his lawyer. The expenses amounted to a 
substantial sum but he was not able to substantiate with 
Geceipts, his claim for deduction of the said expenses. The 
Court ruled that definitely “something was spent.” Hence, 
to allow nothing was inconsistent. It pointed out that 
certainly, there was some basis of computation, and if 
necessary, the Board could draw upon its own personal estimates 
of the minimum of such expenses. 

As to the expenses incurred as compensation for services 
rendered, there is also a requirement that the amount claimed 
should be reasonable. The counterpart of this requirement 
ame vrance,is the “normality of payments" test. This matter 
will be discussed later. 

Another requirement in connection with the sealers 
Gemexpenses is that it should be expended in carrying on any 
trade or business. The counterpart of this, in France, is 


Eiewtfor the acquisition and protection of income” test. 
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Vou 
The main difficulty arising, in this regard, is the problem 


of distinguishing between business expenses and personal ‘ 
living costs. Section 262, IRC, specifically prohibits the 
deduction of living expenses. 

In numerous cases, the aWsesue "is factual. Is the iclaimed 
expense one which arose in a business setting or did Vosin 
fact arise from Hor 1 to of an admittedly personal nature??© 
At times, the problem is, to a large extent, administrative. 
As an authority explains it, the question "involves, on the 
one hand, the honesty of the taxpayer in the filling out of 
his return, on Baek ChesoOeneL, tune lamited capacitcy OL the 
Service to audit that recurm and verify its contents. "?/ 
However, in some cases, where the facts underlying the claimed 
expenses are known, the issue is, teyreuniiee one of theory: 

"is the activity giving rise to the expense ... one which 
should properly be regarded as business or as personal in 
character?"38 Thus, the problem involves the drawing of a 
dividing line between the business and other profit-seeking 
activities of the taxpayer and those activities which are 
primarily devoted to the satisfaction of personal or family 
needs.°” 

The non-deductibility of personal and living expenses 


wee be taken up in more detail later. 


As in France, Section 263, IRC, specifically provides 
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that, in computing taxable income, no deduction shall be 


allowed for certain capital expenditures, including prima- 
rily" any amount paid out for new buildings or for permanent 
improvements or betterments made to increase the value of 
any, property or estate." Moreover,,under Section 167, it 
could be gathered by implication that, since capital expend- 
itures could be depreciated, there can be no immediate 
deduction of the same. 

It should be emphasized that the limitation with respect 
Eeeehos deductibility Ofscapital expenditures!) is not totally 
dependent upon Sections 263 and 167. 40 Essentially, it is 
based on the interpretation given to the term "expenses" 
tnieceect tone 162.(a)e_-An outlay) thateisielassifiedasia 
"capital expenditure" is not an "expense" deductible under 
the latter Section. 

At times, it is difficult to distinguish between capital 
expenditures and ordinary expenses. If the outlay is in 
payment for an asset whose useful life exceeds one year, it 


is considered a capital expenditure. “1! 


Examples of capital 

Se PenaLLunes bare wyeCOSt Of sacgquiring or constructing buildings, 
Hachinery.,.. fucniture,.and fixtures; land costs including 

maps and surveys; amounts expended in defense of title to 


property; the cost of obtaining copyrights; commissions paid 


in purchasing securities or other property; and, the cost of 
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98 
goodwill acquired in connection with the acquisition of the 


assets of a business. 72 
In the Mt. Morris Drive-In Theatre Co. case? the tax- 
payer was required to construct a drainage system in order 
to prevent water from draining onto the neighboring property 
in settlement of a lawsuit brought by an adjoining landowner. 
The need for a drainage system resulted from the improvements 
made by the taxpayer to adapt its land for use as a drive-in 
theatre. The Court held that the cost of the drainage 
system was a capital expenditure on the ground that it 
represented a permanent improvement to the taxpayer's 
property. 
The Internal Revenue Service permits the deduction as 
amcurrent expense of the cost of acquiring an item°which is 


consumable within one year. “4 


Moreover, the courts have 
allowed taxpayers to treat as current expense the cost of 
installations constructed to maintain the income-producing 
Status of a property, even though the useful lives of the 
installations extend beyond a one-year period. 45 

The Courts have also imposed a limitation on the deduct- 
ibility of business expenses relating to considerations of 
PUbiic policy. “In accordance with the public’ policy require- 


ment, in general, an expense deduction will be denied if 


allowance of the same would frustrate clearly defined 
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194 
national or ‘state policies proscribing particular types of 


Be euabae 


In Harden Mortgage Loan Co. v. Commissioner, 47 payments 
to obtain political influence as an aid to securing govern- 
ment contracts were disallowed as deductions on the ground 
Orepubbicr policys=® However. in Lilly v: Commissioner, 48 
the Supreme Court allowed the deduction of payments made by 
an optical firm to opticians who referred their patients to 
Phep stein VThisipractice,jithoughynot illegal, had@been 
condemned on ethical grounds by the American Medical Asso- 
Giafion. , The Court explained that the public policy limit- 
ation is applied only where the policy in question had been 
"evidenced by some governmental declaration", presumably in 
the form of legislation or administrative regulations. Here, 


there was no government declaration whatsoever. 


Another interesting case is that of Kelly-pempsy & Co. 49 


Here, the expenses to induce the inspectors of a purchasing 
enterprise to accept the seller’s product were held not 
deductible because to allow the same was violative of public 
policy. 

Lobbying expenses are, as a general rule, not deductible. 29 
However, there are exceptions to the rule. Expenses which 
may be deducted are: (1) expenses relating to appearance 


before and communications with a legislative body, committee, 
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or individual legislator; and, (2) expenses in connection 


with the communication of information between the taxpayer 
and an organization of which he is a member, even though 
such information is also made to legislators. 2+ In either 
situation, the expenditure must qualify as an ordinary and 
necessary business expense. 24 No deduction is allowed for 
legislative expenses incurred for reasons not directly 
connected with the conduct of the taxpayer's business. 9 
‘Where the disbursement is itself illegal, although 
connected with the operation of a legitimate business 
enterprise, deduction has been denied for reasons of public 


policy. The most common example is that of a bribery payment 


tosa-public officialh°4 In the Boyle, eFlaggne Seananz, Ines 


case, °° payments by an insurance company to automobile 


dealers for sending it applicants for insurance were denied 
deduction. The said payments were @ common occurrence in 
that state, although it violated a state statute. 

-As in France, where the over-all business activity is 
illegal, the courts usually draw a distinction between the 
common ESS to day expenses of the business and those which 
are required by and take their coloration from the illegal 
character of the business.°© In Commissioner v. Ssullaveny 7? 
the Supreme Court held that normally allowable expenses 


for rent and wages paid by the owner of an illegal book- 
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196 
making enterprise are deductible in computing taxable income. 


With respect to legal expenses m@aeted in an unsuccessful 
defense of criminal proceedings, the same are not "ordinary 
and necessary" and, hence, are not deductible. However, in 
Commissioner v. Shapiro, 28 a deduction was allowed for legal 
expenses incurred in a successful defence of a criminal tax 
evasion charge. Legal fees disbursed in connection with 
civil proceedings involving charges of fraud or similar 
conduct were held to be deductible regardless of the outcome 
Gmiticw lo tigation. 

As in France, the payment to a government of a fine or 
other monetary penalty is, generally, not allowed as a 
deduction.°? The reason is the fact that the allowance of 
the deduction, by reducing the monetary cost to the viola- 
tor, would frustrate the policy of the statute under which 
the fine or penalty is paid. °° 

There is, nevertheless, an exception with respect to 
violations of price regulations depending upon whether the 
violation was willful or innocent. °~ If the failure to 
Comply with price controls was due to inadvertence, the 
law simply required the taxpayer to repay the amount of any 
overcharges to the government. In this situation, the courts 


have generally permitted the taxpayer to deduct the amount 


of the repayment because the deduction would not frustrate 
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197 
the policy of the legislation imposing the penalty. Unlike 


the United States, it should be noted that, in France, there 
is a specific prohibition regarding the deductibility of 
expenses involving the violation of price laws. 

PHILIPPINES 

In the Philippines, allowable deductions from gross 
income in determining the net income are treated by the 
provisions of Section 30, NIRC. 

A taxpayer seeking a deduction is required to point 
out an applicable statute and show that the deduction 
claimed. falls| within its terms. As in the United States, 
the reason is simply because the allowance of a deduction 
is a matter of legislative grace. 

Section 30 (a), NIRC, states that for expenses to be 
deductible, the expenses must be "ordinary and necessary". 
The two requisites: of "ordinary" and "necessary" 

must go together. 

To be "ordinary", the expense must have some reasonably 
proximate relation to the usual conduct of the business 
of the taxpayer. In this regard, Philippine courts have 
adopted the explanation of the U.S. Supreme Court in 
Woleh wis Helvering: 

the sexpense shouldvalso ybe ‘necessary. Visayan Cebu 
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declares that an expense is considered "necessary" where 


the expenditure is proper or helpful in the development of 

the taxpayer's business or that the same is appropriate 

PormechemOnjectivenol realizing a protiteoreminimiuzing a 

loss. The "necessary" requirement is succinctly explained 

as follows: "Did the expenditure affect the earning capa- 

city of the taxpayer by making him maintain the same or by 

making him produce or earn more through increased output or 

decrease in cost? If the answer is in the affirmative, then 

the. expense is necessary; otherwise it is not deductible. "63 
Hence, the cost of constructing the logging roads in- 

curred by a company in connection with its logging opera- 

tions under its timber license and timber exploitation 

contract constitutes ordinary and necessary expense deduc- 

tible from gross income in the year incurred. ©4 lose 

which a motel operator gives to taxi drivers and other 

persons for bringing in customers are also ordinary and 

necessary expenses incurred in carrying on the business 

and, as such, may be deducted from gross income for purpo- 

ses of the income tax if properly substantiated. °° 
Another important requirement under Section 30 (a) is 

that the expense must be made or incurred in carrying on 

a trade or business. The expense must be a business expense 


EOnarstinguish it from one that 1s entirely personal in 
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Meture. It as Gifricult to determine whether a particular 
expense is personal or related to Lhe fGexpayer’s trade or 
business. In numerous instances, the demarcation line 
where an expense leaves its personal character and becomes 
enmeshed in the taxpayer's business is thin and undefinable. 
in the ultimate analysis, what constitutes a business ex-— 
pense would depend upon the nature of the expense and the 
type of trade or business in which the taxpayer is involved. 
Nevertheless, it iS safe to state, in this connection, that 
there is no difference in the United States and the Philip- 
pines with respect to the meaning of "personal expenses". 

Aewinecnie Ulited States and France, in the Philippines, 
capital outlays are not deductible from business income. 

The problem lies in the determination of what consti- 
tutes business expense as distinguished from a capital ex- 
penditure. The rule is that "if an expenditure is made 
to attain an interded output, it is properly chargeable to 
Capital .as cost of development; if the expenditure is made 
to maintain an output, if is properly chargeable to opera- 
ting expense. Where an expenditure covers both repairs de- 
joe ie as business and capital items, it is incumbent 
on the taxpayer to make a proper segregation; otherwise 
the entire expenditure may be disallowed as a deduction. "©© 


AS in the United States and France, in accordance with 


was 
614523359 6 eae 


40. Gilet 2° 2B8Gees ata od aia 
. ; : eS 
wi! nebsesieaieh ams 7osniedeat ehezanwe 


ananed fee setoeteto Teporeey aii esveo! sé 

























7 


ts 
| ee 


{oli tal 4 nas pret af seated e* ‘reya que? off af 

sPyenqa Sef @ioyiens ovemitiv off: 
4 to sooten sae eng breqah 
fatiw' ni aseniaud io seeds" 


er: ; Fae eae. 

> -696%e oF Stea ef 3% .eeekonszeves 
| | oa - 

+ beta) et Ab eoneaetteo on Bf 's: 


i xs = 
te onineen ott OF Soeqest rit.itw 


; Os “ee 
ine datas basinal eft at 2A 


. 


os ae sidctoubab ton ot% Roe ‘Is 


/ Im ta306 oa7 az eoil “pelaaua Fo So 


= 4 q@— 


siyonr tela es Saneque eeonkere | 
os os 22" sett ab efor ef? tems 


arn 


-i 3k ,ddqa® Sebteshs as 
5 ow. 

eban sgoqme wily 3S. renga lytal Be Zeee as. £ 

si sec0t4 eb Se agree pip, 


; Pe ae: 
_@f erieve: drad e7eve? saute - 


= 


or a Ss ae y- 
Snomuyont 2% -31 .aae7 i Lette bad 
ya > 7 as Dae ey 
oe twiedsioa OL Japs Wyse “tora % mie iS. oe" 
On | dekt eubed 6 Ws bowolipaid 2a oe rig a 
éyiv avekimaow al ,etonst 


1 


200 
Section 30 (f), NIRC, the value of a capital asset, although 


not fully deductible in the year the cost for it was incurred, 
can be written off over its useful life through annual dep- 
reciation. 

In the case of salaries or compensation for services 
actually rendered, as in the United States, in the Philip- 
pines, there is also a requirement that the amounts should 
be reasonable and, in fact, payments for services rendered. 
This matter will be discussed in detail later. 

With respect to the deductibility of fines and penal- 
ties paid, the Lino Gutierrez case©’? is in point. Here, a 
deduction was claimed for fines and penalties paid resul- 
ting from the late payment of taxes. The deduction was not 
allowed. The Court explained that, while Section 30 of the 
Tax Code allows taxes to be deducted from gross income, it 
does not specifically allow fines and penalties to be so 
deducted. Moreover, it was pointed out that when acts are 
condemned by law and their commission is made punishable 
by fines and forfeitures, to allow them to be deducted 
from the wrongdoer's gross income, reduces, and so in part 
defeats, the prescribed punishment. In this regard, the 
Philippine rule is the same as those in the United States 
and France. 


As to the deductibility of other disbursements against 
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201 
public policy, lobbying expenses, and expenses where the 


Over—alieactivity is illegal, Philippine courts will, in 
all probability, refer to American jurisprudence. 
CANADA 

In Canada, there are several basic tests to determine 
whether or not an outlay is a deductible business expense. 
They are: i) Was the expense incurred in accordance with 
the ordinary principles of commercial trading or accepted 
business practice? ii) Was the expense incurred for the 
purpose of gaining or prodicing income? iii) Was the expense 
nOtyan Outlay in respect Of capital? iv), Was the expense 
reasonable? 

Every expense item claimed as a deduction must be 
scrutinized in accordance with the said questions, and only 
if the answers to the same are all in the affirmative will 
the deduction be allowed. 

With respect to the "business practice" test, Section 
4, ITA, provides that, subject to the other provisions of 
Pare I, the income for a taxation year from a business is 
the profit therefrom for the year. 

Thus, the expense, to be deductible, must be connected 
with the business of the taxpayer in accordance with the 
ordinary principles of commercial trading and accepted 


business practice. The equivalent of this test is the 
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minterest fof the firm” and “in connection with business” 
requirement in France and the "ordinary and necessary” test 
in the United States and the Philippines. 

The "business practice” test is best understood by 
analysing cases dealing with what constitutes the commer- 
etal’ spractice’ ine@a®particular’situation: 

in sehes Royale Trust - Co. case, ©8 the appellant company 
claimed as deductions expenses for the membership fees and 
annual dues of certain officers of the company in various 
social clubs. The deductions sought were allowed because, 
among other reasons, the expenses incurred by the taxpayer 
were in accordance with ordinary principles of commercial 
trading or well accepted principles of business practice. 
The outlays made were consistent with good business prac-— 
tice in that they were incurred through a deliberate policy 
of promoting personal contacts which brought business to 
the company. 

Another case on the "business practice” test is 
Sherritt Gordon Mines Ltd. v. M.N.R.©9 Here, the appel- 
lant mining company financed a project consisting of a 
mine, including a power plant, and an ore refinery through 
bond issues. The appellant agreed to pay, in addition to 
the normal bond interest, certain "commitment fees." The 


appellant claimed as deductions the amounts allocated as 
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“commitment fees". It was held that the appellant was 


entitled to deduct the portions of the "commitment fees" 
claimed as capital cost allowance and as exploration and 
development expenses, except for those parts of the latter 
which were allocated to the appellant's refinery. The 
commitment fees were not interest. Indeed the fees were 
clearly part of the cost of borrowing the capital required 
for creating property. The expense was in accordance with 
the generally accepted business and commercial principles 
at least where the amount was significant in relation to 
the taxpayer’r business, to capitalize payments of interest 
during the construction period because such interest became 
Part of the capital-cost of the property within Section 11 
(1) (a), ITA. However, the development expenses allocated 
for the refinery was not considered deductible because 

they were incurred in searching for minerals within the 
meaning of Section 83A (2) and (3), ITA. 

Ssecb1 Onel2eGls) s(a) ssiTA,~ providesmthat tan outlay for 
expense except to the extent that it was made or incurred 
by the taxpayer for the purpose of gaining or producing 
income from... business . .. " is not deductible gross 
income. Hence, as in France, U.S., and the Philippines, 
in Canada, to be deductible, the expense must be for the 


purpose of gaining or producing income from business. 
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Even up to now, there is still some confusion regarding 
the interpretation of Section 12 (1) (a). 

There are those who believe that Section 12 (1) (a) 
in relation to Section 12 (1) (b) should be considered as 
positive provisions. The positive approach is based on 
the philosophy that the said statutory provisions set forth 
the deductions which may be taken. A direct result of the 
positive interpretation of the provisions equivalent to 
Section 12 (1) (a) and (b) under the Income War Tax Act 
was the birth of the so-called "income-earning process" 
test of deductibility. This test was laid down by the 
Supreme: Court of Canada in M.N.R. v. Dominion Natural Gas 


Co. utd.’9 It reached full development in Montreal Coke 


and Manufacturing Co. v. M.N.R./1 


Under the "income-earning process" test, it is not 
sufficient that the outlay be incurred "for the purpose of 
earning income”. It is also required that the outlay must 
have been incurred as part of and immediately connected 
with, both in and time and result, with the trading aspects 
of the business operations. Pursuant to the said test, 
certain questionable conclusions were made by adherents 
of the positive view, as follows: 1) only expenses 
Picurred by. a person in his capacity as a trader, as com- 


pared to those made in the capacity of an owner, are 
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deductible; /? 2) an expenditure regarding income that has 
already been earned is not deductible; /3 ands ean outlay 
to save an expense is not deductible. /4 

The main defect of the "income-earning process" test 
can be traced to the fact that it treats the "for the 
purpose of earning income" test, under Section 12 (1) (a), 
and the "capital outlay" test, under Section 12 (1) (b), 
as one and the same. 

It is submitted that the better approach to the in- 
Pet vEccacion, of Section 127 (1) (aj) in’ connection with 
Section 12 (1) (b) is that the same are negative provisons. 

The negative concept is based on the proposition that 
the provisions in question nerely prohibit the deduction 
Gf certain outlays. They do not, either directly or by 
emp lication, permit any Kind of deduction. Moreover, under 
the negative interpretation, the "purpose of earning 
income" test is considered as independent and distinct 
from the "capital outlay" test. This idea was aptly ex- 
Meeosed 1neb.C. Electric Ry. .Co. v. M.N.R.,/> as follows: 
vy... Once it is determined that a particular expenditure 
is one made for the purpose of gaining or producing income, 
in order to compute income tax liability it must next be 
ascertained whether such disbursement is an income expense 


Semcascapital outlay.” 
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It seems that the present sentiment of Canadian 


Courts is in favor of the negative approach. 

This were Ro. Lands Paper Co. Wutd aiv. M.N.R.,/© the 
appellant company was charged with unlawfully conspiring 
with other companies to prevent or lessen competition in 
the manufacture and sale of fine papers. The company was 
adjudged guilty of the charge. It sought to deduct the 
legal expenses incurred as a result of the charge from its 
income. It was held that the legal expenses were deduc- 
tible. The Court explained that the expenses were defrayed 
for the purpose of defending the appellant's trade prac- 
tices and, until a final decision on the legality or 
illegality of the acts of the appellant was reached, the 
legal expenses were deductible under Section 12 (1) (a), 
ITA, aS an expense incurred for the purpose of gaining or 
producing income. 

The latest case on the matter is Olympia Floor & Wall 


Tile (Quebec) Ltd. v. M.N.R.// 


Here, the appellant company 
made substantial donations to Jewish charitable organizations 
and deducted the total as an expense incurred to earn in- 
Geome. The Minister, pursuant to Section 27 (1) (a), ITA, 
permitted the company to deduct charitable donations to 


the extent of 10% of its income and disallowed the deduction 


of the balance claimed. The company contended that’ the 
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donation had been made to create goodwill, to enhance the 
company's prestige in the Jewish community hoping that 
business contracts would go to the company from the private 
businesses of the officers of the organization. It was held 
that all the contributions made by the appellant that were 
over $100 were deductible in accordance with the provisions 
of Section 12 (1) (a) and the remainder were deductible as 
Claneeablescontributions, unden »sSectiione27s (1)).(a)se “The 
Court reasoned out that the larger contributions made were 
expenditures laid out by the company largely, if not entire- 
ly, for the purpose of increasing or maintaining its sales and 
only subsidiarily, if at all, for charitable or benevolent 
reagns. 

EEeshould be swmoted thatcan outlay efonrthe purpose of 
saving expenses was allowed in Bedford Overseas Ltd. v. 
M.N.R./8 

The third test, as mentioned previously, is found in 
See oy ae GCH)in Ob) eh ilt) 1s) similan tol the rule onmthexnon— 
deductibility of capital outlays in France, Philippines 
and the United States. The Section provides that no de- 
duction shall be allowed with respect to an outlay, loss 
Or replacement of capital, a payment on account of capital 
or an allowance in respect of depreciation, obsolescence 


or depletion" except as expressly permitted by Part I of 
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Ehe-ITA. 


It should be noted, however, that although the above 
items are not deductible immediately, a portion of the 
value of the assets are allowed to be depreciated annually, 
if the assets are depeciable in accordance with the Regula- 
tions, under a unique system to be discussed later. 

The capital outlay test is succinctly expressed by 
Viscount Cave in British Insulated & Helsby Cables Ltd. 

v. Atherton/9 as follows: "... when an expenditure is 


made, not only once and for all, but with a view to 


bringing into existence an asset or an advantage for the 


ehduring benefit of a trade, I think that | there is very 


good reason (in the absence of special circumstance lead- 
ing to the opposite conclusion) for treating such an 
expenditure as properly attributable not to revenue but 
Eomcapital:; 2 

Due to the positive approach in interpreting Section 
iene (oe inayrelation sto Section 12.(1) (a), the Dominion 
Natural Gas case came up with an exceedingly twisted version 
Oi LiiceCapital-outlay test... From, Ybringing into) existence 
O£ an asset or advantage”, ithe test became "procurdag the 


advantage of an enduring Denetui mOracvVen HPECSEEVINgGean 


asset or advantage". Under the twisted version, expense 


items, which were generally deductible under the classic 
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concept, could no longer be deducted. 

The judicial authorities, perhaps, realizing the nu- 
merous absurd conclusions that would result from a strict 
application of the Dominion Natural Gas rule, gradually 
strayed away from it. Thus, in Kellog Co. of Canada Ltd. 

Ve M.N.R., 20 the Supreme Court modified the Dominion Natural 
Gas rule by proviniing that, if the asset preserved is a 
"free" asset of general use, the outlay in question would 
not be a capital one. In the Kellog Co. case, the appellant 
incurred certain legal expenses in connection with a suit 
against it for infringement of trademark in respect of 
"shredded wheat". The appellant clained the legal expenses 
aspdeductions. it was held that, in computing income, le- 
gal expenses in the ordinary course of things are simply 
current expenditures and, thus, deductible. Stated other- 
wise, the legal expenses were laid out to maintain the 
trading and profit-making position enjoyed by the taxpayer 
in the "shredded wheat" business. Hence, the expenses 

were laid out to earn income and were properly deductible. 


The Evans Casert 


is also a departure from the rule 
laid down in the Dominion Natural Gas case. Here, the 
appellant spent on legal fees in an attempt to prove that 


she was entitled to an annual income of $12,000 for life in 


accordance with her father-in-law's will. The Minister 
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refused to allow the deduction of the legal expenses. It 
was held that the legal expenses were deductible. The appel- 
lant was never entitled to any part of the E0RDUS Or Capital 


of the estate but only to the income arising from her share 


Vege Alas same. The payment of the Vega erees. 01d not bring 


any <fight,, asset, or advantage into existence. Clearly, 


the appellant's claim, out of which the expenses arose, 
was with respect to income she believed she was entitled to 
and the legal expenses were properly MnCuULrredean order 
to obtain the payment of the income. 

Of COULSe 1G Should not, be. forgotten that at was. in 
B.c. Ry. Co. Ltd., as discussed earlier, that the proponents 
of the negative concept really won a major victory. Since 
then, majority of the decisions declared that Section 12 (1) 
(b) should be considered as independent and distinct from 
eet cn 12, (1) «la).. 

TES jo pTLA eae os thegexpenses incurredhte surveyethe 
mineral possibilities in an area where a railway company 
was Deiaking LI pOLacnmloppuoducestrarri¢efonsits \transpor= 
tation system was held to be deductible as having been made 
for the purpose of earning income and was not made with a 
View to bringing into existence an advantage for the endu- 
ring benefit of the business. In the same case, the Court 


also explained the meaning of “advantage". It is, according 
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to the Court, whatever may be acquired as an immediate con- 
sequence of the expenditure rather than the ultimate effect 
that is expected to flow into the taxpayer's business from 
what is acquired. 

Generally, an expenditure for the acquisition or crea- 
tion of a business entity for the purpose of earning profits 
is one on account of capital, but an expenditure in the 
process of operation of such profit-making entity is an 
expenditure on revenue account. 83 

The goodwill of a business is normally acquired on 
account of capital. However, goodwill can also be acquired 
as a by-product of operating a business. Thus, the legal 
expenses for the registration of a trade-mark, which forms 
part of the goodwill of a business, is money laid out on 
revenue account. °4 Outlays for legal services incurred in 
Sppesing Uso. income tax liability is not a capital item 


85 How- 


within Section 12 (1) (b), and, hence, deductible. 
ever, legal expenses to obtain, by statutory amendment, a 
tariff rate revision which resulted in the reduction of the 
cost of the materials that the taxpayer imported from the 
United States were considered outlays to secure an enduring 
benefit of a capital nature.8© In this case, the legal ex- 


penses were treated as made to secure a benefit or advantage 


that was expected to be enjoyed over a long period of time 


rf 
= 
~{t 
es f 
i = * 
— *) 
Pr be ‘. 
{ 
r 
« + 


dtantraiu a) cent Vere Slaaiaides 


am 

a 
As 
ef] 
“> 
th 
fb 
bees | 

© 
o 
ty. 














a 


nite t ~oecresd off adit worte og Bs meat 


LI s 
os 
; J 3h yo i Les) ) Orit 
+ . : 
‘ 
Process 2 wet tated 
. sui-+hrowd forae. To morte tego 


t IDOE pe & } 4 aa a ~ & 
* : 7 
*- ; ‘ P ® > a > 
mtr era , 27 Ve M 4 eA FE 5” 20 Jou 5 2 
i : 2 = =—T 
—. 
, f + WO Ro’ touborg=yd. ad 
: = ba - 7 " * ; - 
‘ 7 
i _ 7 
pL ont Ss cu ts —_ a4 norte Beetec re 
ss > () wire iszeszwext Siw IOLe eve * 
. = - e 


_ _ 
emccud 6 26 TLiwboop edzs a 
7 
; cf .. - 

. J wot. eyetftog © .sn09c8 est vs 


7 = : 


; ” 
: . > >? oftitderl «Bo emoonmt <4. paleoade 
M4 - _ a boas - 


; 
) (2) Sh noise® abdaie 


<s -9e I 
. ‘ = eas . ee, TO Ved : 
ai 
P 7 . S. >» wk 
. ‘a vi .aletdd of Seaneqne Lz 
4 : , 7 
- 
- 
— tfc 
e; 
t } lw 
e [ -beary 
Ls STFS = et a. 
° 
eT a] 
. . ~ AE 
. = a" J) - eae 


enc 


because of the principle that the Customs Tariff was a 
perpetual statute although it was subject to further amendment 
Or repeal by a’ subsequent Act. 

Taking sinctoraeccount the cumulative erftect of recent 
decisions, there are those who maintain that the Dominion 
Natural Gas rule should no longer be considered as authorita 
Give. Although this claim is, in a sense, correct, it 
should be remembered that, up to now, the Canadian Supreme 
Seeereias fartea tO Oflicrally declare the Dominion Natural 
Beeecule as dead. Morcover, "in Farmer s Mutual Petroleum 


Ltd. v. M.N.R., &/ 


wherein the legal expense was incurred 
for the purpose of opposing a proposed legislation, the 
outlay was held to be/fon- deductible capital expenditure 


made with a view to preserving an asset or advantage for the 
enduring benefit of a trade in accordance with the Dominion 
Nacurel Gas rule. B.C. Power Corporation Ltd. v. MNEs 
us another case which shows that the Dominion Natural Gas 
Mmiulcnrieestall stLuggling for survival. In fChe’ said case, 
the legal expenses incurred, to preserve the appellant's 
BEalLeetOeshiaLres, which GOonstituted 1ts principal capital 
asset, were also considered as non-deductible capital ex- 
penditures made in order to preserve an existing capital 


asset. 


Sections (2)9) fia curtnermore, prohibits the deduc- 
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PENS 


tion of any expense, whatever be its nature, to the extent 
that it is unreasonable under the circumstances. In the 
Philippines and United States, a similar requirement also 
exists only in connection with payments relating to compen- 
sation for services rendered. In France, as discussed 
earlier, the requirement applies to payments other than 
compensation. 

In determining whether or not an expense is reasonable 
under the circumstances, the question whether other tax- 
payers have adopted similar practices and made similar expen- 
ditures is important. 

Thus, in, Leigh v. M.N.R., 29 a building contractor was 
disallowed the cost of his trips to Europe undertaken to 
acquire information about building methods, design, mate- 
rials and processes and for its local advertising value. 

In deciding the case, emphasis was placed on tl fact that 
other builders in the locality had not seen fit to visit 
Europe for similar purposes. 

In ascertaining the reasonableness of a remuneration, 
the Court cannot substitute its own judgement as to what 
is reasonable but should consider only whether no rea- 
sonable businessman would have paid the compensation under 
the circumstances. By and large, the circumstances con- 


Sidered to determine the reasonableness of a remuneration 


Lo 


sin 


oe 


iu eidanooe 


_revren c a 
4 
eth i 
yf 
a4 oJ buy 
’ 
seer att praimkst xc 2e - 
it otpat toed 
nop hiyodie: sad olderos 
ref Lug nmemaet et afc 
oil ns we sevens mst: 


ry 
Siri eae 


anes one 4 







214 
are: the functions exercised by the employee, the value 


of the employee to the company, the amount of time expended 
in connection with the work, and the comparative salary 
rates for similar positions in the same field of endeavor. 
Hence, the compensation paid to an employee was ad- 
judged reasonable, despite his record of academic failures, 
his being the brother of the company president, and the 
fact that his earnings ;for three months exceeded that of 
the Superintendent, because it was established that he was 
in fact the number two man in the company and the number two 
man normally received 70% of the most senior man's salary, 
he was the innovating driving force in the company, and he 
rendered better service than anyone in the company, inclu- 


90 In another case, 21 the expenses 


ding the Superintendent. 
for the salary of the wife of the company president was not 
allowed to be deducted in full because, although she worked 
full-time, was a faithful, responsible, and valuable officer 
of the company, it was unreasonable to set her salary at 
exactly the same rate as the husband who was the key figure 
and the prime mover in the company. 

Giver sections ie (Lyd), Lis, wthe annual value” or 
property is also specifically disallowed as a deduction. 


Furthermore, under Section 12 (1) (e), an amount 


transferred or credited to a reserve, contingent account 
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25 
or sinking fund, except as expressly permitted, is speci- 


fically disallowed as a deduction. 

In accordance with the said provision, in North Ame- 
rican Automobile Assn. Ltd. v. M.N.R., 24 it was held that 
amounts set aside for estimated insurance are not deductible. 
The following are also not deductible: a) holdbacks from 
sub-contractors, subject to acceptance certification after 
completion of work; 23 b) improvements to leasehold property 
reserve; 94 c) payments or credits to sinking fund; 2° d) 
provision for market decline made by the underwriter of 


2) 


speculative shares; 6 e) refunds or defective materials 


ew f) repairs and replacements reserve; 278 and, 


reserve; 
g) reserve for volume rebates. 29 

Amounts paid by an employer to a trustee under a 
deferred profit sharing plan or a profit sharing plan that 
is not i) an employee profit sharing plan, ii) a deferred 
profit sharing plan, or iii) a registered pension fund or 
plan, are also specifically disallowed as deduction, 100 

iipaddtelLonansocet One lZea(L) Wh eeecA, wPprovidesethat, 
in computing income, no deduction shall be made in respect 
of ... personal or living expenses of the taxpayer except 
travelling expenses (including the entire amount expended 


for meals and lodging) incurred by the taxpayer while away 


from home in the course of carrying on his business. An 
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iecniicalmaprOoiloLeclonersaaLsowtound in@france,.U.S,.and 
the Philippines. 

Section 139 (1) (ae), ITA, gives an expanded meaning 
of "personal or living expenses". Under the said Section, 
"oersonal and living expenses include the following: a) 
the expenses of properties maintained by any person for 
the use or benefit of the taxpayer or any person connected 
with the taxpayer by blood relationship, marriage or adop- 
tion, and not maintained in connection with a business 
carried on for profit or with a reasonable expectation of 
profit; b) the expenses, premiums or other costs of a 
Relieve CLeiNclLancep annuity econtmactpor other Jakes,contract 
if the proceeds of the policy or contract are payable to or 
for the benefit of the taxpayer or a person connected with 
him by blood relationship, marriage or adoption; and c) 
expenses for properties maintained by a personal corpora- 
Gion,.eState.€or trust.for, th. benefit’ of the.taxpayer,as 
one of its shareholders or beneficiaries. 

The following expenses were adjudged not deductible 
on the ground that they were "personal or living expenses": 
1) cost of ordinary clothes used in business or occupation; 101 
2) expenses in connection with criminal proceedings and 1li- 
bel action against a partner; 102 3) expenses of travel- 


ling to inspect income producing property; 103 4) payment 
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2187, 
of business debts of telative, 104 and, 5) wages to domes- 


tic servants and baby-sitters, 195 
The exception to the non-deductibility of "personal 
and living expenses" is with respect to travelling expenses. 


106 under an oral agreement with 


In *Keyzlar vo MeN SRS; 
a Toronto company, the appellant, an accountant without a 
recognized degree living in Toronto, made several trips by 
car to Philadelphia to perform certain services relating 
Homtic desurevor the Torontomcompany! to purchase thevassets 
of a bankrupt company. The appellant claimed as deductions 
his living expenses in Philadelphia and the cost of tra- 
velling between Toronto and Philadelphia. His expense claim 
was unsupported by any statement or vouchers. The appellant 
waceablowea to claim a deduction of $750 out of the $2,700 
claimed. The evidence showed that the appellant was per- 
forming bookkeeping and accounting services for different 
Giients, ang sthat the Toronto company. did not have; control 
over the manner he wanted to perform his services. The 
appellant was held to be self-employed and was clearly 
Carrying on his business in Philadelphia. However, deduc- 
tion was not allowed for the entire amount claimed because 
Of his scailune: to produce ‘sufficient vouchers) to,bear out 
iisclaine hus, wti2s clear that the § requirement of 


substantiation also obtains in Canada. 
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The deductibility of travelling expenses will be dis- 
cussed extensively later. 

Sechioneloasr le ic) sy eITA, i states that no deduction shall 
also be allowed in respect of an outlay or expense to the 
extent that it may reasonably be regarded as having been made 
or incurred for the purpose of gaining or producing exempt 
income or in connection with property the income from 
which would be exempt. Section 139 (1) (a) defines "exempt 
income" as "property received or acquired by a person shi 
such circumstances that it is, by reason of any provision 
in Part I, not included in computing his income and include 
amounts that are deductible under Section 28 or that would 
be so deductible if it were not for subsection (2) of 
SoC LON 26.0 | 

In Distillers Corporation Seagrams Ltd. v. M.N.R., 197 
it was declared that administrative expenses apportionable 
between taxable and Ba suaye income are computed on the basis 
of capital invested rather than on the ratio of the income . 
Debenture interests are also not deductible from the in- 
vestment income of a mining company during the tax exempt 
pertod. °° 

Tt should be noted that, under Section 12 (6), ITA, 
Section 12 (1) (c) does not apply in respect of an outlay 


or expense made or incurred by a taxpayer, at a time when 
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more than 50% of its property consisted of property leased 
to a subsidiary controlled corporation subsidiary to it or 
enoresein, thescapitalsestockhof, ebonds,;adebentures, “mort 
gages, or hypothecs or of bills or notes of a subsidiary 
eonero Miedtcorponationssubsidiary@tovire, for thespurpose 

of gaining or producing income in the form of dividends 
from any such corporation or in connection with property in 
theuwtfornm oftshares in the capital stock thereof. Pursuant 
Bomceetronnls96(1) (ag); ITA, law"subsidzary wholly owned 
corporation" means a corporation all the issued share capi- 
tal of which (except director's qualifying shares) belongs 
to the corporation to which it is subsidiary and "subsidiary 
controlled corporation" means a corporation more than 50% 
of the issued share capital of which (having full voting 
right under all circumstances) belongs to the corporation 
LOmwWHiChtitlisaGésubsidiary. 

Problems arise regarding the deductibility of expen- 
ditures that are laid out in breach of the law or pursuant 
to agreements somehow contrary to law. 

BnBNO. TOIO RV: M.N.R., 109 gGiBtseby tangarchitect in. the 
form of bribes to obtain contracts were declared not deduc- 
tible in computing income. However, in Espie Printing Co. 
ae ae MiNeResnoe a printing company carrying on an entire- 


ly legal business was allowed to deduct wages paid to its 
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employees under an illegal arrangement enabling the employees 
to avoid payment of income. The sae of the illegality was 
not clear. Nevertheless, the Court assumed that wartime 
regulations were violated and that there was some sort of 
arrangement to enable employees to avoid the payment of 
income tax. The Minister argued on the ground of public 
policy. The Exchequer Court rejected the public policy 
argument. It pointed out that profits from carrying on 


business in violation of the law were taxable and that if 


the policy of the law supported the taxability of illegal 


fein, st could not refuse thesdeductiabality on illegal 


expenditure. In an earlier eae, oo ene Supreme Court also 


decided favorably on the deductibility of illegal expen- 
ditures. Hence, it would seem that the rule in Canada, in 
Ghas regard, iS different from those in France, -@.S. and 
the Philippines. 

With respect to fines and penalties, the decisions 
lean more towards the non-deductibility of the same as in 
other countries which are the objects of this comparative 
enalysise=*Thus, in*the King!Grain “and Seed’! Co. ‘Ltd. v- 
M.N.R., 2112 a fine imposed upon a company for overloading one 
eeercs trucks travelling on a U.S. highway was disallowed 
as deduction since it Was imposed as a punishment for a breach 


of the law. A fine imposed by a stock exchange for conduct 
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detrimental to the exchange was also not held deductible 


since it was imposed as a punishment. 14% 


Im Cot ke Weedlexander von Glehn, 14 


anemnglLicsh case, 
the amounts paid in settlement of penalties imposed for a 
breach of the Customs (War Powers) Act were held not to be 
losses connected with or arising out of trade. It was simply 
an incident which followed after the profit was earned. 
Hence, the payments were held to be non-deductible. 

As to legal and other expenses arising froma sult, —§ che 
cases pertaining to the question were already discussed 
earlier. 

G@eySPECIFIC: SDEDUCTION ITEMS 
1. Initial and Operational Expenses 

There are certain business expenses involving the 
existence and operation of an enterprise. For purposes of 
this thesis, the said disbursements are classified as 
"initial and operational expenses". The said expenses 
are the following: i) organization expenses; 11) compen- 
sation for services rendered; iii) rentals; iv) expenses 
for repairs and maintenance; v) insurance premium payments; 
vi) travel and entertainment expenses; vii) expenses for 
business gifts; viii) payments of fees; and, ix) expenses 


to restrict competition. These will be discussed ubiee qekhespe 


a. Organization Expenses 
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FRANCE 

In France, frais de premier etablissment (organiza- 
tion expenses) include the costs of setting up a corporation, 
issuing bonds, and other similar transactions. In this 
regard, the business firm may opt to deduct said expenses 
in full in the year they were incurred or write them off 
over a number of years.115 In case of write-off, it must 
be made immediately and not be abnormally deferred. Thus, 
Wimcriee or Marcon elJ00, Nos. 36, Joé.and 38,924, it was held 
that organization expenses incurred in 1933, which could 
Wavesveen decucted from-proftits in 1937, 1939, and 1946, 
could not be postponed until 1947, 1948, and 1949. Further- 
more, under the French General Accounting Plan, the expen- 
ses in question should be written off in five years at 
most. 116 

Other items considered as organization expenses are 
lawyer's fees, commissions, registration taxes paid on 
the acquisition of business goodwill or a business building, 
Gosts sor mmerger, and Extraordinary advertising costs ex= 
pended to establish a new trade-mark. ~/ IneGrhoeMarch 
1960, No. 36,962, a new business concern was permitted to 
treat laboratory and market research costs as organization 


expenses that could be capitalized and written off over a 


number of years instead of deducting them in full during 
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the year the same was incurred. 
UNITED STATES 

In the United States, unlike France, there can be no 
full deduction of the organization expenses in the year 
tEney are incurred. 

Undemesection 248, IRC, a corporation may choose §to 
treat its organizational expenditures as deferred expenses. 
Once the election is made, the expenditures may be amortized 
ratably over a period of not less than 60 months, beginning 
with the month in which the corporation commenced business. 
Otherwise, the expenditures would have to be spinners 
Since a corporation, normally, is regarded as having perpe- 
tual life, these capitalized amounts would be deductible 
only when the corporation surrenders its corporate charter .'+? 

In the United States, the term "organization expenditures" 
includes such items as fees paid to the state of incorpo- 
ration and the expenses of legal and accounting services 
RP che to the organization of the the corporation: 

Section 248 does not apply to expenditures concerning 
the issuance of shares of stock, such as commissions and 
printing costs, or to expenditures connected with the 
reorganization of an existing corporation, unless a new 


corporation is formed. Moreover, the said Section applies 


only to corporate expenditures. Thus, the cost of organi- 
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zing a partnership or other entity remains a nondepreciable 
capital item. 
PHILDLPPINES 

In the Philippines, except for the general provisions 
on expenses under Section 30 (a) (1), there is no specific 
provision in the NIRG regarding the deductibility of or- 
ganization expenses. However, the rules, regarding the 
matter, obtaining in the United States, are similar to 
those in the Philippines. If organizational expenses are 
capitalized, the same are only deductible when the corpora-— 
tion is dissolved. Deductions cannot be allowed during 
the pre-operation stage because there is no gross income 


to deduct the same Sate oe 


The policy is to allow 
organizational expenses to be amortized over a reasonable 
Mengch Of time the corporation would exist but the reason- 
able period of time is based on the amount of organizatio- 
nal expenses before Shes Sie attains its operating stage. 121 
Thus, the Pureau of Internal Revenue had, in several occa- 
Sions, allowed the amortization of arganizational, expenses 
for a period of 10 years. 122 
As an incentive, corporations and enterprises regis- 
tered with the Board of Investments are, as a matter of 


right, allowed to deduct and amortize organization expenses 


within a period not exceeding 10 years depending upon the 
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choice of the enterprise.123 The expenses include 
expenses paid to lawyers in the formation of the corpor- 
ation, the expenses for the initial recruitment and 
training of personnel, and other similar costs. 124 

CANADA 

In Canada, as in the United States and the Philippines, 
expenses incurred prior to the commencement of business 
operations are generally regarded as non-deductible either 
eeause they are laid out prior to” the income-earning 
process or because they are connected with the capital 
structure of the business. 

However, in McKee v. M.N.R., +22 a non-resident busi- 
nessman in partnership with a Canadian was engaged in an 
industrial development project. He maintained a separate 
office in New York. He travelled to Europe in an effort 
to attract foreign industry. The businessman also spent 
money because of his trips to Canada to deal with matters 
concerning the development project. The Appeal Board 
allowed the deduction of the organizational expenditures. 

Moreover, the deduction of organizational expenses 
may be allowed if the business is formed for a single 


126 


venture as opposed to a continuing business. The 


depreciation of capital costs will be discussed later. 


b) Compensation for Services rendered 
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FRANCE 


In France, "compensation" includes salaries, allowan- 
ces, director's fees, bonuses, and other similar payments 
made by an employer to an employee for services rendered. 127 

Wages and salariespaid by a business enterprise to 
its employees are generally deductible. 128 Wages and 
Salaries are deductible regardless of the method of com- 
pensation or the manner of computation. ?29 Payments may 
be made in cash or in kind and maybe fixed sums or sums 


paice.nypropor tron eto tturnnever or income. 13° 


Fringe bene- 
fits to employees and to board members and other executives 
of the firm for services rendered Be ee ieee H ow- 
ever, distributions of percentage profits, unless for spe- 
cial services rendered, to members of the board of directors 
OG7a corporation ,are not deductible. 132 
In France, the right to deduct wages and salaries is 
subject to the restriction of normality of payment and 
the requirement that the name of the recipient must be dis- 
closed to the tax administration. 
Compensation for services is deductible only to the 
extent that the payment is a normal remuneration for the 


Uh eis) 


services actually performed. Deduction will not be 


allowed to the extent that it is considered abnormal. Ln 


Pino. 0.0. 18. January, 1963, Deb. A.N., p.. 10/5;.C.E. 
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ay 
uneDecember HIOSOnpNOatoon Lol; vand, »Cib. 91 ondune 1959 pelos 
40,024, a stockbroker paid to his bookkeeper and a head 
clerk, in addition to small fixed salaries, a total of 
2,500,000 Francs in)1951 and 2,100,000 Francs in 1952. 
The Tax Administration claimed that payments made in 
excess of 2,000,000 Francs were excessive and no longer 
deductible. The stockbroker contended that the employees 
performed heavy functions and that the compensation was 
not out of line as compared to the payments of other ZirS 
Since the tax administration was not able to show the le- 
vels of compensation paid by other firms along the same 
line of business, the deductions claimed for salaries paid 
were allowed. 

Unless the compensation appears to be grossly excessive, 
if the employee receiving the wage or salary payment is not 
an executive in the firm, a shareholder, or a relative of 
a shareholder, the normality of compensation is not ordi- 
narily investigated meticulously.+34 

ated ike fron the level of compensation paid for similar 
services by comparable firms, normality of payment is also 
determined by the size, turnover, profitability of 
the employing firm, and the extent to which a person has 
contributed to the firm's Seded aaah Hence,* in, .C. Es 220 


March 1959, No. 36,702, in a taxable year, the managing 
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Sarector Of a corporation had been paid 2,201,875 Francs 
as fixed compensation and 12, 448.726 Francs as additional 
Compensation at the rate of 3% of the gross income. ‘The 
Council of State upheld the Tax Administration in denying the 
Geduction to the extent of 4,000,000 Francs on the ground 
that the nature and volume of the sales of the corporation 
era not merit.it. 

Other factors. for determining normality of payment 
are the total amount spent by the firm on management, the 
proportion of the executive's time spent on the firm's 
affairs, and Aes to which executives are paid 
expense or other allowances in addition to their pay proper. 
Papteeb Lon November 19597) No. 40,360, a limited liability 
company paid its managing director Gee eerie Of 4,756,000 
Francs and a residence allowance of 450,000 Francs in one 
taxable year. The Council of State declared the Deesieinas 
allowance as a remuneration and approved the relatively 
high total deduction of 4,500,000 Francs because of the 
concentration of executive powers in the hands of the mana- 
Mimoecdirecctor involved. Another example is C.E. 7 May 1962, 
Noe 31, O49. in this case, the compensation of two executives 
were adjudged as normal considering that they alone operated 
the technical enterprise with 60 employees and that the 


firm enjoyed steady increase in sales and profits under their 
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management. 

The other requirement in connection with compensation 
paid for services rendered as an item for deduction relates 
to the disclosure of the identity of the recipient of the 
payment. A business firm that pays remuneration of any kind 
is, under Article 240-1, CGI, and Article 47, CGI Ann., bound 
to disclose to the Tax Administration payments to any person 
other than an employee made yearly in excess of 50 Francs 
PormeecCilpient rnd, in accordance with Article 238, CGI, 
if the employer fails to make such disclosure, the payment 
may not be deducted in computing the employer's business 
mieeanme.) With respect to a corporation, the effect of such 
a requirement is explained thiswise: "...[I]if the payor is 
a corporation, a payment to an undisclosed recipient ... 

Mepmee nee fect, Subject Eo the corporation income tax in 

the payor's hands at rhe OGdinary TracesOL D074) Ineaddrlion, 
EBuewcCoLpOration is required to pay tax on such a payment 

at the highest rate of the individual income tax. The 
secret payment is also treated as a distribution of ear- 
nings and taxed as dividends; the payor owes the 24% tax 
ordinarily withheld at the source from dividend payments.... 
Like the secret payment itself, these spenal taxes imposed 
On the corporation making the payment are not deductible. 


iiaes, a Corporation that made a secret payment of 1,600 F 
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pay lI63 wacerequinedsto pay saltotal tax of82)525!)5°r"theres 


on, an effective rate of 252.55%, in addition to the corpo- 
ration income tax at 50%, which was due on the payment because 
it was non-deductible. "136 fhe imposition of additional 
penalties as a result of the non-disclosure of the identity 
of the recipient is not done in the Philippines, Canada, 
and the United States. 
UNITED STATES 

There is no difference between the meaning of "compen-— 
sation” in France and the United States. 

meeuione G28 (a)ie()\ a RGpe permits taxpayers to deduct 
"a reasonable allowance for salaries or other compensation 
for personal services actually rendered." Thus, payments 
to employees in the form of salaries, wages, bonuses, and 
commissions, as well as the value of compensation paid in 
kind, are ordinarily deductible. 

The deduction for compensation is limited to a "rea- 
sonable allowance". The Commissioner may exercise a 
broad discretion in disallowing salary payments which he 
deems to be excessive in amount.137 

The problem of excessive compensation most often 
arises with respect to closely held corporations whose 


Shareholders also draw salaries as employees. If such 


Salary payments are found to be excessive, and the excess 
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is disallowed because it is really a guise for the distri- 
bution of profits, then the excess will be treated as a 
dividend to the shareholder-employee under Section 1.627 (b) 
(1) of the Regulations. Excessive salary payments are also 
disallowed when received by one who is a non-shareholder 
either because the excess represents a gift by the owner 
of the business to an employee who is also a member of the 
owner's family, and not an operating expense, or because, 
though neither a ‘distribution of profits; nor “a*gift, “the 
payments are simply unreasonable in amount. 138 

Some of the principal factors which have been consi- 
dered relevant by the courts in determining "reasonable- 
ness" are: (1) the nature of the employee's services and 
the responsibilities they entail, (2) the employee's skills 
and training, (3) the time required of the employee in 
the discharge of his duties, (4) rates of compensation 
paid by other employers for similar services, (5) whether 
the amount of compensation is contingent on the net profits 
of the business, and (6) whether there is a relationship 
between salaries and stock ownership.+39 Other factors 
may also be of importance, depending upon the circumstances 
of the case at bar. 

PHILIPPINES 


The meaning of "compensation" in the Philippines is 
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similar, to.that of #France and the United States. 

Under Section 30 (a), NIRC, the test of deductibility 
in the case of compensation payments is whether they are 
reasonable and are, in fact, payments purely for services. 
Whenever a controversy arises regarding the deductibility 
of certain items which are allegedly compensation of offi- 
cers of the taxpayer, two (2) questions are material, name- 
ly: (a) have personal services been actually rendered by 
Said officers? In the affirmative case ,(b) what is the 
‘reasonable allowance' therefore? 

To determine whether the particular salary or compen- 
sation is reasonable, all available facts must be consi- 
dered. In general, the employer is given a wide latitude 
of discretion with respect to salaries paid to the emplo- 
yees. 140 Nevertheless, where the question of reasonable- 
ness is an issue, the burden of maintaining reasonableness 
rests solely on the taxpayer. 141 

The most effective way to test the reasonableness 
of a salary payment is by comparing it with the amounts 
paid by similar establishments for the same kind of work.~ "7 
However, in applying the test, the size of the business of 


+14 It is natu- 


the employer should be taken into accoun 
ral to expect that salaries would bear some relation to 


the size and complexities of the business of the employer 
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paying them. 144 


Other factors that are considered in determining the 


reasonableness of compensation are: (1) the qualifications 


of the employee; (ii) the extent and scope of the emplo - 

yee's work; and, (iii) the general economic conditions pre- 
gee 145 

vailing. 


Regarding whether the personal services have been 
actually rendered, the matter is purely a question of fact. 
If the taxpayer is able to prove the reasonableness 
of the compensation paid on the basis of foregoing discussion, 

the payment will be considered as deductible. 
CANADA 

There is no difference with respect to the meaning 
Gi Compensation ¥ in. Canada, Framce, UlS., and the 
Philippines. 

In Canada, payments for salaries, wages, commissions, 
and director's fees are also deductible subject to certain 
conditions hereunder discussed. 

To be deductible, the salaries must have been paid 
Mmarconnection with the carrying out of a business. Thus, 
the salaries paid by a medical doctor to other physicians 
to assist him in handling plant medical work were held 
146 


to be deductible. 


Bonuses paid to employees as additional wages are also 
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deductible. 

Another requirement affecting the ASOUGtTA DALI Oy oi 
Peaenyipaghenté is that it must have been expended for services 
actually rendered. In this regard,. the so-called "salary" 
paid to the taxpayer's mother was held not deductible from 
his income derived’ from a partnership, in which the 
mother inherited her husbands share, because it was estab- 
Wrshea that, she, in fact, performed no work for the part— 


nership. *4/ 


Fees pata to an absent company director were 
also adjudged as non-deductible, 148 

am accordance with Section 21 (2), ITA, salaries or 
wages paid to a spouse of the taxpayer are not deductible 
as business expenses. However, the said salaries or wages 
received are not taxable in the wife's hands. Salaries 
paid to children of a taxpayer are deductible when laid out 
for the purpose of earning the taxpayer's income and are 
reasonable in amount. 

It should be noted that a commission or a bonus paid 
on Pretesie of a capital asset is considered as a paymmt 
SmeaccOunt OF Capital’and not deductible. 

With respect to bonuses or commissions paid in 
connection with the borrowing of money, the question of 


deductibility also depends upon whether or not the pay- 


ments were made on account of capital. 
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22 
As previously discussed, payments made on account 


of capital, unlike those expended for the purpose of ear- 
ning income, are no deductible. 

In this connection, the Silverman case!49 best illus- 
trates the distinction between an expenditure on account 
of capital and a disbursement laid out for the purpose of 
earning income. Here, a mortgage loan was held by the 
Exchequer Court to be deductible from the income of a. 
partnership dealing in real estate. It was established 
that the borrowed money was used to pay part of the pur- 
chase price of a residential property which had been 
quickly resold. Since the borrowed money did not add 
anything of a permanent nature to the assets employed in 
the business, the money so borrowed was not used as "ca- 
pital" and, hence, the bonus was not a payment on account 
GiyCapitads: 

Likewise, a commission paid to one company in return 
Er eadcciSsLanceminasectiging additionalecapitaletor agthand 
company was held to have been laid out for the purpose of 
earning income. *>° 

Examples of payments considered as made on account 
of capital are the following: 1) commissions paid by a 
trustee for the purpose of securing mortgages; 1° and, #2) 


bonuses paid to a lender for obtaining or renewing a loan. 152 
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236 
The requirement of "reasonableness" was already dis- 


GCussed earlier. It is sufficient to state, in this regard, 
that the rules existing in the United States, France, and 
the Philippines are, more or less, similar to those found 
in Canada. 
c.) Rent 

FRANCE 

In France, under Article 39-1-1°, CGI, rent paid for 
the use of real property in which a business is carried 
on is deductible. 

For the above provision to apply, the real property 
must be owned by a person other than the taxpayer. No 
deduction may be taken for the rental value of property 
used by the owner in his business, even if rent appears 
as an expense in his books. 153 

However, in R.M. 6,968, J.0. 17 December 1960, Deb. 
BONS, @p.04731, Pitwwastruied’ *thatvifereal property is used 
in a business by its owner, said owner may deduct depre- 
ciation and the actual expenses incurred in maintaining 
the property. He is’also not required to include in 
income any presumed or imputed income arising from the 
use of the property. 


Only rental payments considered as normal may be de- 


ducted. Thus, in C.E. 5 September 1944, No. LO ii. aon Col 
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pany paid rental rates to another company with which it 
had a close community of interest abnormally above the 
comparative rental value of the building in question. The 
Council of State denied the deduction of the rent paid in 
erces=s) OF the vactiualwrental walue, of the budlding. 

If, in addition to rent, the taxpayer is required 
to give "Key Money” BG Similar sums, these amount may be 
deducted, generally, in equal installments over the life 
of the lease.!54 Furthermore, it was declared tae ie 
Pee lunes. 9517) N0..5, 02 /,ethat. al business» tenant: under the 
obligation to pay taxes, insurance premiums, and similar 
payments on behalf of the landlord may deduct the expenses 
acerental. 

UND TEDSSTATES 

In the United States, as in France, Section 162 (a) 
(Shel RCryspecifically provides, fom, the deduction of —"ren- 
tals or other payments required to be made as a condition 
to the continued use or possession, for the purpose of the 
trade or business, of property to which the taxpayer has 
not taken or is not taking title or in which he has no 
equity." Based on the above provision, it is clear that. 
deductions would not be allowed if «the owner of the pro- 
perty is the taxpayer himself. 


Permanent improvements erected ‘by a lessee on the 
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lessor's property are generally not regarded as rent but 
as capital expenditures whose cost may be recovered by 
the lessee through annual deductions for depreciation or 
amortization.*>> 
The total premium paid by a lessee to obtain a long- 
term lease, as well as the amount of commissions,: bonuses, 
or legal fees paid in securing the lease, is required to 
be capitalized and is deductible ratably over the lease 
Berm. +2° In comparison, an amount paid by a lessee for 
the cancellation of an onerous lease normally is deduc- 
tible as a business expense in the year paid or accrued. 1?’ 
nea case, 198 however, the taxpayer constructed an 
office building on leased property under a long-term 
lease and purchased the complete fee in the land and 
building for an amount in excess of the value of the land 
alone. The purchase was prompted by the taxpayer's be- 
Iief that the annual rental obligation was too great. It 
was held that the taxpayer could not deduct as an expense 
for lease cancellation the excess of the purchase price 
over the value of the land, but was obliged, instead, to 
allocate such excess to the cost of the building and to 
recover that amount through allowances for depreciation 


over the building's remaining useful life. 


Unlike France and Canada, the deduction for rentals 
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is not specifically limited by a standard of "reasonable- 
ness" in the United States. Nevertheless, it is required 
that payments which are characterized as "rent" be rent 

in fact and not merely a disguise for some other form of 
payment or distribution.+°? Hence, where the property was 
leased to a corporation, by its shareholders, at rentals 
found to be excessive, the excess payments were treated as 
dividends to the lessor-shareholders, and the corporation 
was not permitted to deduct such excess as rental expense, 160 
Rental deductions may also be challenged in the case 


c 


of "gifts and leasebacks" between family members. +61 

Indeed, a father may transfer business property to his mi- 
nor child and then lease back the property at a fair annual 
memcat. | Under this Situation, it is sion that, a deduc-— 
tion should not be allowed. Deduction of rental payments 
made was not allowed in a "gift-and-leaseback arrangement 
between a husband and a wife, on the ground that the donor 
of the property, the husband, had clearly retained control 
Over its use and future dispositions °- Nevertheless, gifts 
and leasebacks have been sustained where the property was 
trensferred to a trust for the benefit of the donor's 
children, for the reason that the trustee was independent and 
Les 


Moe subject to the donor’s control. 


If the taxpayer acquires equipment by an absolute or 
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240 
conditional purchase, the sums paid to the vendor are con- 


sidered as payments on the purchase price oe It can be 
recovered only through appropriate depreciation allowances 
over the useful life of the property.*°> On the other 
hand, rentals under an equipment lease are normally deduc- 
tible when paid or Seared oe 

If the lease is regarded as a lease in fact and not 
as a conditional sale, the lessee may in effect obtain 
the advantages of outright ownership and, at the same time, 
hasten the recovery of his cost through larger rental 


deductions. 167 


Whether arrangements are to be treated as 
leases or as conditional sales is usually determined by 
analysing the basic intent of the parties in accordance 
with the facts and circumstances. 

Factors which have been taken to indicate an inten- 
Pron wcorenterieinto va scontract, of-conditional, sale, rather 
than lease are: (i) a provision vesting title to the 
equipment in the lessee at the termination of thelease or 
upon completion of a stipulated number of rental payments; 
(ii) a provision according the lessee an option to purchase 
the equipment at a price which is nominal in relation 
to the value of the property at the time when the option may 


bepexercised: iii) a sprovision stating that the rental 


payments are to be applied against the purchase price of 
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241 
the equipment; iv) a provision designating some Part of the 


annual rentals as "interest"; and, (v) the fact that the 
annual rentals provided for in the agreement materially 
exceed the rental value of the equipment and the lessee is 
entitled to acquire the equipment for a nominal price on 
termination of the lease or to renew the lease for a nomi- 


nal rental. 168 


| PHILIPPINES 

phewauLnonityerore the deduetibrlityeo® rental ex 
penses is declared under the general provision on expenses 
POunomin Section 30) (a) (1), NIRC. 

As in France, in the United States, and Canada, there 
is no doubt that rental expenses of a business are deduc- 
Eeplessunder Philippine jurisdiction. . This is; perhaps, 
the reason why there are no decided cases on the matter. 

With respect to whether a transaction is a lease or 
Some other contract, the varying legal consequences de- 
pending upon the true nature of the contract, the treatment 
of improvements constructed by the lessee on leased pro- 
perty, and other. similar problems, there is no difference 
whatsoever between the rules in the United States and the 
Philippines. Even the revenue regulations are, to a large 


extent, similarly worded. 
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CANADA 

As in France, the Philippines, and the United States, 
popcanada, section. .2 (1) (dj), ITA, directs that, in compu- 
ting the income of a taxpayer for a taxation year, no de- 
duction shall be made in respect of the annual value of 
property except rent for property leased by the taxpayer 
for use in his business. 

in eCalgary « “amontarCorp. Lid. v. M.N.R., 169 it was 
deelared that the courts will look into the substance of 
contracts providing for rental payments to ascertain if 
they are in truth rental payments, or are merely part of 
the purchase price of the property, or represent a capital 
loss on resale of the property. 

The rental value of a room used as an voffice in the 
taxpayer's own house is not a deductible expense.t/0 
However, where the office is part of the house or apartment 
rented by the taxpayer, a proportionate part of the rent 
equivalent to the amount disbursed for business purposes 
shall be considered as deductible.+/+ 

It should be noted that in Canada, the requirement of 
"reasonableness" applies to rental payments also. 

d.) Repairs and Maintenance 


FRANCE 


In France, expenditures for the repair and maintenance 
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of equipments, machinery, buildings and other property 


are deductible. The said expenses should be distinguished 
from capital expenditures which are not deductible. 

As a general rule, expenditures "made to maintain 
an asset in its normal operating condition as impaired by 
use or age are deductible, "172 On the other hand, expen- 
ditures that result “man increase! in) the>value* of an 
asset on the firm's balance sheet" are not deductible.?/3 
Thus, installations of such major components as a new boiler 
or a new automobile engine were considered capital expen- 
Matures and,Gasia consequence, deemed not deductible.t’4 

Repair expenses are deductible whether or not the 
asset subjected to repair is owned by the firm.+/° In case 
of rented asset, the expense for repairs will only be de- 
ductible if the tenant is required ise the lease contract 
or by ordinary practice to make the repairs.!/® 

UNITED STATES 

In a United States/section 1/162=4, Regulations, 
pPeovEdes' "The cost of incidental repairs which neither 
Materially add to the value of the property nor appre- 
erably prolong its life, but’ keep it in ordinarily effi- 
Cient operating condition, may be deducted as an expense...." 


On the other hand, "repairs in the nature of replacements, 


Peele extent that they ... appreciably prolong the life 
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of the property, must be capitalized and depreciated. "177 


In this regard, there is no difference between the United 
States and France. 

The usual problem in this area is how to distinguish 
between the cost of incidental repairs and maintenance, a 
deductible operating expense, and the cost of additions 
and improvements, a depreciable capital expenditure. The 
question is certainly one of fact. 

As can be inferred from the cases, the principal 
criterion to be used in distinguishing between incidental 
repairs and capital additions is whether the work done 
appreciably extends the useful life of the property.178 
If so, it is regarded as a capital expenditure and is not 
deductible.1/9 

The term "life of the property" refers to the pro- 
perty's expected useful life at the time of its original 
acquisition, not to its life expectancy at the time that 
the expenditure in question becomes necessary or advisable. me 
ioc, see’ COSt of shoring up) avbuilding walleto prevent 
collapse of the building, have been held to be deductible 
as current business expenses where they neither added 
materially to the value of the building norappreciably pro- 
181 


longed its original useful life. 


Expenditures designed principally to maintain property 
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in, good operating condition are deductible. Ina case, 182 


the taxpayer, a meat-packing concern, in order to avoid 
contamination of its products, expended certain sums to 
protect its premises against oil seepage caused by a 
neighboring refinery. The Commissioner contended that the 
expenditure was a capital improvement which had prolonged the 
useful life of the taxpayer's property. The contention was 
rejected. The Cowt found that the expenditure had been 
made not to enlarge the taxpayer's premises or to adapt 
them to a new use, but merely to enable the taxpayer to 
continue its business operations as it had done prior to 
the contamination threat. The expenditure was therefore 
deductible as a current operating expense. The same gene- 
ral test have been employed by the courts in other cases. 183 
Moreover, expenditures involving the replacement of 
minor parts or features of a larger unit are normally 
allowed as current deductions. Hence, amounts expended for 
repainting a building, replastering walls, mending leaks 
in a roof, repairing damaged vehicles, and replacing worn-- 
out machine parts, have been held currently soem 
The cost of replacing a minor DOGmLON tieomo CgUCLULG, 
or of reconstructing or renovating a capital asset in order 
to restore it to its original condition, is generally re- 


garded as a capital expenditure, where theseffect is to 
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prolong the life of the property or to increase its value 
in the hands of the taxpayer. In this connection, taxpayers 
have been required to capitalize the cost of replacing 
drainage equipment, of replacing an electrical system, of 
restoring building foundations, of replacing walls, doors, 
ano :loors,. and of installing a new roof. *?° 
PHILIPPINES 

As in the United States and France, in the Philippines, 
under Section 68, Revenue Regulations No. 2, the cost of 
incidental repairs which neither materially add to the 
value of the property nor appreciably prolong its life, 
but keep it in an ordinarily efficient operating condition, 
may be deducted as expense, provided the plant or property 
account is not increased by the amount of such expenditure, 
It also directs, in accordance with Section 31(2), and (3), 
NIRC, that repairs in the nature of replacements, to the 
extent that they arrest deterioration and appreciably pro- 
long the life of the property should be charged ageins cache 
depreciation reserve if such account is kept. 

In deciding whether an expenditure is a capital one 
or is chargeable against operating income, it is important 
to note the purpose for which the expenditure was made. 186 
To repair is a restore to a sound state or to mend. A 


US, 


replacement connotes a substitution. A repair is an 
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expenditure for the purpose of keeping the property in an 


ordinarily efficient operating condition.+88 rt does not 
add to the value of the property in an operating condition 
over its probably useful life for the uses for which it was 


F ARSDo) 
acquired. 


Expenditures for this purpose are disting- 
uishable from those for replacements, alterations, improve- 
ments or additions which prolong the life of the property, 
increase its value, or make it adaptable to a different 


190 


use One is a maintenance charge, while the others 


are additions to capital investment which should not be 
applaed against current earnings.?? 
The expenses chargeable to earnings include the gene- 
ral expenses of keeping up the organization of the company, 
and all expenses incurred in operating the works and kee- 
ping them in good condition and repair; while expenses 
chargeable to capital include those which are incurred in 
the original construction of the works, and in the subse- 


gent enlargement and improvement thereof." 77 


In Alhambra Cigars v. Collector Of Dntenna. Revenue, 122 
there was an original construction of a hollow block fence 
with iron grills around the compound occupied by petitioner. 
It was held that the amount in question did not merely in- 


volve the cost of incidental repairs for the purpose of 


keeping the property of the corporation Hien tondinanirly 
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efficient operating condition. It was an addition which 
prolonged the life of such property and which materially 
imreased its value. It was not just a maintenance charge 
or an expense of keeping up the business of the petitioner. 
Therefore, the disbursements amounting to #19, 931.05 were 
considered capital expenditures which should not be applied 
against current earnings. 

In another case, it was declared that the electrical 
supplies, paint, lumber, plumbing, cement, tiles, gravel, 
masonry and labor used to repair the taxpayer's rental 
apartments, did not increase the value of the apartments 
or prolong their lives. They merely kept the apartments in 
an ordinary operating condition. Hence, the expenses in- 
curred were deductible as necessary expenditures for the 
maintenance of the taxpayer's business ae a 

CANADA 

In Canada, as in France, U.S., and the Philippines, 
expenses for repairs are deductible as distinguished from 
replacement of capital assets which must be depreciated. 

The existence of a Canadian legislative scheme of 
Capital cost allowance, providing for the apportionment 
of capital costs over the estimated life of business 
assets with safeguards against deductions in excess of 


actual cost, is a valid reasan for the disallowance of 
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249 
abnormal repair costs in relation to assets covered by the 
xeon 

As in the other countries subjected to comparative 
analysis, the alternative is not between allowance and 
disallowance but between immediate and deferred allowance. 
As aptly stated in the Haddon Hall case, 196 the issue is 
"whether such expenditures were an income expense incurred 
£0 earn the income of the year ... and allowable as a de- 
duction from gross income in that year under sec. 12 (1) 
(a) of the Income Tax Act, or a cea OuLlay to be 
amortized or written off over a period of years under the 
capital cost allowance regulations made under Sec. Preljrte ) 
Smptie said Act.” 

The problem relates to the determination of what cons- 
titutes an expenditure for the repair of an asset as dis- 
tinguished from a replacement outlay. 

There is authority supporting the view that, if the 
disbursement increases the value of the asset being re- 
petred, the Outlay 1s Of a Capital nature.197 pursuant to 
this view, the cost of renewing the roof of an old ware- 
house was classified as a capital expenditure because "the 
market value of the building has been increased proportio- 

TAs}s} 


nately to the value of the cost of reroofing”. Expenses 


for the improvements made by the lessee to meet the 
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requirements of the tenant in accordance with the lease 
contract were also declared to be capital outlays because 
they were not current expenditures made in the ordinary 
course of the lessee's business operations to earn fnecmee 
If the repairs are recurrent in nature and the same are 
made in connection with the business operations of the tax- 
payer, the expenses arising therefrom are immediately 
deductible. Thus, where the vessels repaired were still 
used in the taxpayer's business following the completion of 
the repairs and before the same were delivered to the 
purchases, it was held that the outlays for the repairs 
were deductible business expenses. 290 However, the repair 
expenses would not be deductible if the vessels were no 
longer used in the taxpayer's business after completion 
Bas the repairs and that the agreements for their sale had 
been entered into at the time they were repaired. -0+ 
It should be noted that, once it is determined that 
the repair expenses are of a revenue character, the fact 
that the repairs have been allowed to accumulate and, 
therefore, increase their size and cost when finally under- 
taken, would not affect their classification as a revenue 
202 


expenditure. 


e.) Insurance Premiums 
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25 
FRANCE 
In France, premiums paid by a business enterprise for 
insurance against casualties are a ee Examples 
of insurance against casualties are those for fire, flood, 
theft, windstorm, credit losses, and liabilities to third 
persons arising out of automobile, Iimcisteual. Or other 
accidents. 294 
Premiums paid in group insurance policies for the 
benefit of a company's employees, or for a specific group 
of employees, are also deductible. “°° 
With respect to insurance premiums paid by a company 
on the life insurance policy of an employee, the question 
of deductibility depends on whether or not the company is 
the Lee tf the proceeds of the insurance ee 
payable to the company, the premiums paid on the subject 


206 However, if the proceeds 


insurance are not deductible. 
of the life insurance.are payable to the insured employee 
or a third person, the premium disbursements made by the 
firm could be deducted if the said disbursements may be 
regarded as supplemental wage payments. 797 

The above rule is, nevertheless, affected by the 
operation of the principle of normality regarding the 


salary or wages paid to an employee. Thus, args @ Aichi ee as: 


December 1949, No. 98.621, a firm paid the premiums on the 
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Zee 
life insurance policies of the son and daughter-in-law 


of its managing director. The total compensation, including 
the amount of premiums, paid to the son and daughter-in-law 
exceeded normal limits. The Council of State disallowed 
the deduction of the premiums. 
UNITED STATES 

As in France, insurance premiums are deductible if 
incurred in connection with the taxpayer's trade or business. 
Thus, under Sections 1.162-1 and 1.162-10 of the Regulations, 
deduction is allowed for the cost of insurance against 
fire, storm, theft, accident, and similar losses to 
business property, or liability insurance, workmen's 
conpensation, and fidelity bonds. The cost of insurance 
on non-business property, such as liability insurance on an 
automobile used for personal purposes, is not deductible. 

As to life insurance, the rule is also similar to 
France. An employer may deduct premiums paid on the life 
of an employee only if the insurance proceeds are finally 
payable to the employee's estate or heirs, so that the 
premiums, in effect, represent a salary supplement. 298 
If the proceeds are payable to the employer, deduction for 
premium payments is specifically denied by Section 264, 
IRC. Premiums paid by an employer on policies of group 


term life insurance covering the lives of his employees 
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and premiums on medical, hospitalization, and disability 
insurance maintained for the benefit of employees are 
deductible, even though such payments are not, in general, 
treated as additional compensation to the employees. 299 
PHILIPPINES 
In the Philippines, the deductibility of insurance 
remiums paid by a business enterprise is authorized under 

the general provisions on expenses appearing in Section 
B0a ) Pi(ijzmNERC 

As in the United States, there is no doubt that 
insurance premiums paid on property used in trade or busi- 
ness are deductible. 

Premiums paid by an employer on the individual life 
insurance policies of his employees, the family of the 
insured being the designated beneficiary, whether such 
designation is revocable or irrevocable are, for purposes 
of the income tax, deductible as business expenses. How- 
ever, the payments must qualify as ordinary and necessary 
expenses in carrying on the trade or business of the 
employer. Moreover, it must not, directly or indirectly, 
be a beneficiary under the life insurance policies. Under 
Seationuc lat4)eF NIRC) Site isespecifically provided*that 
where the employer has been irrevocably designated bene- 


ficiary in the policy of insurance taken out by the emplo- 
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yee, premiums paid on the insurance by the latter are not 
deductible for purposes of the income tax. 

In a family corporation where the beneficiaries named 
in the policies are the members of the family who are also 
stockholders of the corporation, the premiums paid by the 
latter for such insurance are not deductible, the corpora- 
LON being in,such hae the indirect beneficiary under 
the enue 

Premiums paid by a partnership for a policy covering 
the life of its managing partner and where the partnership 
is the beneficiary under such policy, are also not deduc- 
Eible Eromathe gross income of such partnership. 71 

CANADA 

In Canada, in general all ordinary commercial insur- 
ance premiums are deductible. Hence, premiums paid for 
fire insurance on plant and machinery used in the business 
and insurance for use and occupancy or loss of profits 
are deductible. The determining factor is "what is the 
nature of the loss being insured against? "712 Ie sles eee) 


revenue expenditure, it is deduei lenens es 


214 where a taxpayer 


However, in Hudson v. M.N.R., 
sought to deduct the insurance premiums on the premises 


of a drive-in theatre purchased and held by him to lessen 


competition in his theatre business, the deduction was 
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disallowed. In this case, the expenses were clearly ca- 
preal in nature. 

It should be noted that, in Canada, unlike the Phi- 
lippines, France, and the United States, no deductions 
are allowed with respect to insurance premiums paid on 
the life of employees except where the insurance policy 
takes the nature of a retirement savings plan. 

f.) Travel and Entertainment 
FRANCE 

In France, Article 39-3, CGI, provides that general 
allowances paid to managers and executives of business 
firms to cover the costs of entertainment and travel are 
not dedutible if the firm's other deductions habitually 
include reimbursement for specific expenses of the same 
nature. 

It should be noted that the provision is applicable 
only to managers and executives. Less important white- 


215 Fur- 


collar employees are not considered as executives. 
thermore, the bar to the grant of a general allowance 
subject to reimbursment refer only to expenses "attribu- 
table to the executive” and not to those "attributable 
to the employer”. 


In general, an expense is considered as PAGEL butane 


to the employer" when "it is incurred in the name of the 
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employer and relating directly to management. "216 An 


example would be the cost of entertaining a foreign visitor 


aesone .of the firm's plants. -t/ 


The expense is attributable 
to the employee "if it is of a kind which, although incurred 
Iecause of the mature of the functions the employee exer— 
cises, may not be regarded as ancurredutoretne account and 
Sraerne CY Cersor thc employer. "218 And biustsation of this 
is Ane een ee are made to entertain Se oe dies of other 
firms to maintain the employee's personal connections. 219 

Theremie also, thesrule, thats stecontact. with and. en— 
tertainment of customers is appart of the normal duties of 
an executive, the costs should be treated as attributable 
Bopha toothestinsteplace, snot .toythe employer. "420 Thus, 
uombebiana,0O6. J.O0s- 5- March 1954, Deb. 7C.R., p..290, ex- 
penses incurred by two directors of a firm in a tour of 
inspection of branches, involving dinners and similar items 
for branch managers and important customers, were consi- 
“eee attributable to the directors and not to the 
srrms 

It should be emphasized that if the business firm 
pays an executive a general allowance and reimburses him 
for specific expenses, it is the former that is disallowed 
as deduction. 77+ The disallowed amount is deemed to be 


additional salary on which the employer's payroll tax is 


2 : 
Pe Moreover: if the executives total salary, in- 
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cluding the disallowed expense allowance, exceeds the nor- 
mal level, deduction of the excess is disallowed under 
the rules pertaining to salaries and wages. 223 

A firm that chooses to reimburse an executive on the 
basis of specific expenditures is "not precluded from 
making a reasonable estimate of those expenditures if they 
are of a nature whose existence is certain, but whose 
amount it is difficult as a practical matter to establish 
exactly. "224 Thus wel lakeMss5, O26 apunOe ee wuUuneE 960m Deb. 
A.N., p. 1098, it was declared that an employee who us} 
reimbursed for his actual expenses may estimate the cost 
of meals provided that a record is kept of the exact num- 
ber of days of travel and the estimate does not appeal 
excessive. 

The non-deductibility of sumptuary expenses was 
already discussed earlier. 

With respect to travel expenses, the expenses of an 
executive or an employee must be incurred for the direct 
account of the enterprise or those falling on the employee 
eemaacesultyorahis.duties. 

In the instances above mentioned, the enterprise has 
an option either to pay the employee a general allowance or 


4) 


: : 2 : 
to reimburse him for actual expenses. Inserther case, 


the expense will be deductible. However, the rule on "“non- 
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accumulation" prevents the utilization of both alternatives 
226 
with respect to one and the same travel expense. 
Where the company car is placed at the disposal of 


an executive or an employee, the problem is treated as if 


the executive or employee has been granted a travel allo- 


Mone cua | Tracommezomrebruary, 1962 <iNo.m50,289, atte 


was held that to the extent that a company car was used by 
an executive for his personal affairs despite the argument 
that the use did not increase expenses borne by the 
company, deduction by the company of car expenses was de= 
nied. 
UNITED STATES 

As in France, in the United States, under Section 162 
(a) (2), IRC, specifically allows a deduction for "travel- 
ling expenses including amounts expended for meals and 
lodgings other than amounts which are lavish or extrava- 
gant under the circumstances while away from home in the 
pursuit of a trade or business.” This is an exception 
to the general rule under Section 262, IRC, which expressly 
prohibits the deduction of "oersonal, living and family 
expenses." The problem that commonly arises is whether, 
im, a given case,’ the costs of transportation and of meals 
and lodging qualify as deductible business expenses, des- 


pite the normally personal character of these items. 
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In the Flowers case, 228 the Supreme Court declared that 


the appropriate test is whether the travel expenditures had 
been motivated by the "exigencies of the business" or by 
considerations of personal preference. If the expenses 

are of a personal nature and were incurred by the taxpayer 
for his own convenience rather than in the pursuit of a 
trade or business, the deduction of the same will be 
disallowed. 

In the application of the "exigency of the business" 
test, the cases place the "tax home” not at the la@ ation of 
the taxpayer's home or residence in the usual sense, but 
at his place of business activity. Thus, a timber cutter, 
required to travel 20 to 30 miles each day in order to 
reach various logging sites located within the same general 
working area, was not permitted to deduct the cost of 
transportation between his home and place of employment. ai 
The same rule applies to taxpayers having no permanent 
place of businss.739 an example would be a travelling 
salesman who maintains no home but merely lives in hotels 
an’various cities. 

However, an employee's travel expense will be allowed 
as a deduction if incurred in conjunction with a "temporary 
employment" activity away from the taxpayer's regular 


business location.23l 
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Under this situation, the taxpayer is considered to be 


travelling away from home if, at the time of his employ- 
ment at a new duty station begins, its termination within 
a reasonably short period of time is Ane Hence, 
if the taxpayer is away from home because he accepted a 
mObe.On an Pee ercice duration in another place, his 


2o3 


travelling expenses are not deductible. Nevertheless, 


234 it was declared that the 


inenoarvey Vv. ees 
Court would regard an employment as "temporary" where the 
facts showed that there was no reasonable probability 
known to the taxpayer that his new employment would be for 
an indefinite period. Indeed, it would be unreasonable 
to expect the taxpayer to move his permanent abode even 
though his employment is indefinite in the sense that the 
termination could not be predictedwithin a fixed period. 

tinder Section 1.162-1 (a) of the Regulations, the cost 
of transportation within a local area from one business 
location to another -— as, for example, automobile expen- 
Ses incurred by a salesman in calling om a Series of cus- 
tomers -— is allowed. Moreover, if the employee is reim- 
bursed by his new employer, the reimbursement will be in- 
Giluded in his gross income. 

As in France, entertainment expenses are, subject to 


certain conditions, deductible in the United States. a 
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the taxpayer can establish that the entertainment expendi- 
ture is germane; if not vital, to the routine conduct of 
his trade or business, the conditions of Section 162 (a) 
areamet. 

The taxpayer must, thus, hurdle two statutory barriers. 
He must first establish that the travel or entertainment 
expense is deductible under Section 162, IRC, as an or- 
dinary and necessary expense for the production of income 
or the management of income-producing property. He must 
also show that the provisions of section 274, IRC, including 
the requirement of substantiation, do not operate to dis- 
allow the deduction. 

Section 274(a) denies deduction for the cost of 
"entertainment, amusement, or recreation" uniess (1) the 
eneeLttarnment activities arei#directiy™ related! toe.s: 
the active conduct" of the taxpayer's business, or (2) 
they directly precede or follow "a substantial and bona 
fide business discussion" (including convention meetings) 
ands areusassociated with” the active conductrof the: taxpa- 
yer ‘s~pbusiness. 

Entertainment activities include going to night clubs, 
theatres, and restaurants, as well as furnishing food and 
drinks, hotel suites, automobiles, and other facilities to 


255 


business guests. Section 274 applies to any expense 
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which is of a type normally considered to be entertainment. 
It applies even though the expense might also be described 
as belonging to other categories of deductible items, such 
as advertising promotion or public relations. 

Section 274 also denies deduction for costs incurred 
with respect to an entertainment facility, unless the 
facility was used "primarily for the furtherance of" the 
taxpayer's business. The deduction allowed is only to the 
extent that the costs were directly related to the conduct 
of the business. Costs relating to an entertainment faci- 
lity include rent, maintenance, depreciation, and losses 
with respect to such facilities as yachts, swimming pools, 


hotel suites, and hunting llodgessan> 


Club dues are speci- 
fically treated as costs relating to an entertainment 
Gael) tyes lLesaetacility®isfusedimainly, butenotsolely, 
in the taxpayer's business, the expenses and depreciation 
which relate to it must be allocated between the business 


2351 


and the non-business use. No portionvof such costs is 


deductible if the facility is not used primarily for busi- 
a 238 
ness purposes, even though it is so used from time to time. 
Another important requirement is that of substantiation 
under’ Section 274(d), ITC. To justify a deduction, the 


taxpayer must provide "adequate records, " showing how 


much was spent on entertainment; when and where the expen- 
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diture was made; and, what the relationship was between the 
expenditure and the taxpayer's business. If the taxpayer 
claims a deduction for entertaining others, the identity 
and business relationship to the taxpayer of the persons 
entertained must be disclosed. ??9 

Thesapplscation OLesection 274(d), in the case of 
employees receiving expense allowances or reimbursements 
from their employer, is set forth in the Regulations. 
Amounts received by an employee as reimbursement for tra- 
vel and entertainment expenses incurred in connection with 
the performance of his duties are initially included in 
the employee's gross income, but can then be deducted by 
him in computing his adjusted gross income.?40 ‘The Re- 
gulations, however, provide that an employee need not re- 
port in his income tax return travel and entertainment 
expenses incurred on behalf of his employer if the employee 
is required to, and does, "adequately account” for the 
expenses to his employer, and if the reimbursement exactly 
equals the amount of the ecensaoaeae If total reimburse- 
ments exceed expenses, then, of course, the excess must be 
included in the employee's gross income. 

Under Section 1.274-5(e) (4) of the Regulations, an 
"adequate accounting" for this purpose means "the submission 


to the employer of an account book, diary, statement of 
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expense, or similar record maintained by the employee in 
which the information as to each element of an expendi- 
ture ... is recorded at or near the time of the expendi- 
ture, together with supporting documentary evidence, ab ay ge) 
manner which conforms to all the ‘adequate records' re- 
guirements"previously described. 

PHILIPPINES 
In the Philippines, the basis for the deductibility of 
travel and entertainment expenses is Section 3O0%ay (LI NIRC. 
Entertainment expenses may be deducted from the gross 
income if it can be shown that such are ordinary and necessa- 
ry in the promotion of the business of the taxpayer. On 
this point, the Court of Tax Appeals declared: 


...- It has become a business, and to a certain 
extent a professional practice to entertain actual 
or prospective customers or clients. Since expenses 
of this nature generally consist of a mixture of 
personal and business purposes, whether or not such 
expenditures will be allowed will depend upon the 
factor of the necessity of such expenses to earn the 
income or, that direct business benefits would be 
derived from such expenditures, or whether the 
expenses have some definite reasonable purposes 
connected with the business in hand and reasonably 
calculated to accomplish the end sought. In these 
instances, the burden of proof is on the taxpayer 

to show that such expenditures were ean busi- 
ness rather than personal expenses." 42 


Under Section 30 (a) (1), in the case of an LndaLvadiwe Ly 
ordinary and necessary entertainment expenses in an amount 


not in excess of one thousand pesos or five per centum of 
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gross income, whichever is lesser, shall be allowed as 
deduction. In excess of the said allowance, claims for 
deductions must be substantiated, when required by the 
Commissioner of Internal Revenue, by record showing in 


detail the amount and nature of the expense incurred. 


In Visayan Ceburrerminal Cos; -iInes vse Collector of 


22 the Supreme Court stated that the Tax 


Internal Revenue, 
Court correctly ruled that the representation expenses 

fall within the category of business expenses which are 
allowable deductions only if they meet the conditions pres- 
cribed by law. The alleged representation expenses never 
had any supporting papers. The vouchers and chits cove- 
ring the same have not been presented. There was no tes- 
timonial evidence introduced on any specific item of the 
expenses. While the gross income in 1950 exceeded the 

gross income in 1951 and 1952, the representation expenses 
for that year was only #10,000. The representation expen- 
ses in 1948 amounted to only ~500. The company never tried 
to show why its representation expenses in 1951 should be 
deemed bigger than the amount allowed by the lower court. 

In fact, the latter had been liberal in allowing the company 
to deduct P~10,000 as representation expenses for 1951, there 
being no concrete evidence of the sum then actually spent 


for purposes of representation. The explanation that the 
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supporting papers of some of the expenses had been destroyed 
when the houseof the treasurer was burned, can hardly be 
regarded as satisfactory. The records of business firms are 
supposed to be kept in its offices, not in the residence of 
one of its officers. 

Travelling expenses, which include expenses for trans- 
portation, meals and lodging, are obviously deductible if 
they are reasonable and necessary. 

Under Section 66, Revenue Regulations No. 2, the 
following travelling expenses are considered to be reason- 
able and necessary: (a) When an individual, whose business 
requires him to travel, receives a salary as full com- 
pensabion= for = his services and is not reimbursed for tra- 
velling expense allowance, his travelling expenses are de- 
ductible from gross income. (b) When an individual receives 
a salary and is reimbursed his actual travelling expenses, 
the amount so reimbursed shall form part of his gross in- 
come but he may deduct such expenses. (c) When an indivi- 
dual receives a salary plus allowance for meals and lodging, 
as for instance, a per diem allowance in lieu of subsis- 
tence, such allowance must be included in his gross income 
but the amount actually spent for such meals and lodging 
may be deducted therefrom. 


Expenses for the maintenance and operation of a car 
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used exclusively in business including driver's wage, gaso- 
line, repairs and feerceiecion are also deductible in 
accordance with Bureau of Internal Revenue Ruling No. 
MOoeoe me catedarepruary 16,.1956. 

If the car is used partly for business and partly for 
family or personal convenience, only that portion of the 
expenses attributable to the business is deductible from 
gross income. 244 

CANADA 

TmeCanada, as in sbrance, thes Unztted States, and the 
Philippines, the cost of entertaining other people is 
considered a deductible expenditure by reason of necessity 
in carrying on business. 

As discussed previously, in the Royal Trust case, 
fees paid by a company for the membership of its emplo- 
yees in social clubs in order that they may attract busi- 
ness for the company are deductible from income. However, 
in Cohen v. MN-RIp Ct a chartered accountant was not 
permitted to deduct $1,000 paid as the admission fee to a 
yacht club. The Royal Trust case could be distinguished 
from the Cohen case on the ground that, in the latter case, 
the payment made was once and for all. In Cheskoy alelnus t 


case, the expenses were incurred periodically. It should 


be noted that, in the Cohen case, the Minister allowed the 
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deduction of the annual dues to the yacht club. 

With respect to direct and actual entertainment expen- 
ses, the disbursements of a lawyer in entertaining guests, 
85% of whom were his clients, on the occasion of his daugh- 
ter's Bath Mitzvah - a Jewish religious and social ceremony 
upon the daughter becoming 13 years of age - was refused 
deduction despite the appellant's evidence that clients had 
been invited with a view to entertaining them and soliciting 
their pCodwi 

As in France, thesPallipoinies me oncmeicmUnT Led sotates, 
in Canada, Section 12(1) (h) excepts from the non-deducti- 
Bi litysoL personal ors living expenses of the taxpayer 
"travelling expenses (including the entire amount expended 
for meals and lodging) incurred by the taxpayer while away 
from home in the course of carrying on his business. 


247 the appellant, a retired 


ing sen jaminey. #M.NoR. 
merchant, was precludéd from deducting the cost of his 
travelling to a place to supervise his apartment building 
and collect rents. The expense was disallowed as a _ per- 
sonal or living expense. 

It should be noted that there is a pending proposal 
in Parliament not to allow the deduction of entertainment 
expenses, convention expenses, expenses in maintaining 


yachts, or membership fees in social or recreational clubs. 248 
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There is also a proposal to impose a minimum "stand by 
charge" payable by owners or employees of business having 
car or aircraft available, or a corresponding amount should 
be added to income. 249 

In general, in Canada, the cost of travelling to and 
from work has been disallowed. The reason for disallowing 
expenditures in travelling to and from a place of business 
to the taxpayer's residence is the fact that it is not 
ineurred in the course of carrying on the taxpayer's busi- 
ness, and that it is expended because the taxpayer chooses 
voluntarily to reside apart from his place of business. 720 
Thus, the deduction claimed by a hairdresser for expenses 
incurred in travelling between two cities, where she main- 
tained hairdressing businesses was disallowea. 71 

However, if the travelling expenses, such as taxi 
fares, were incurred because of the demands of the busi- 
ness of the taxpayer and not solely for his comfort and 


convenience, the same are agauctib lease 


fischuseregqarc, 
a theatre and radio artist was allowed to deduct the cost 
of his taxi fares undertaken in travelling from one studio 
to another because he would not have been able, in cases 
of emergency, to fill his daily engagements without taxi 
253 


transportation. 


Another important question relates to “unusual travel". 
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The cost of an unusual trip undertaken to obtain 


something liable to produce income, such as a trip to 
Denmark to procure an appointment as a steamship agent and 
to secure Peetcont capital by way of investments from 
aie oes or to create a new source of income, such as a 
trip made by the taxpayer to Europe on behalf of certain 
companies to confer with prospective customers with the 
understanding that he would get a percentage commission on 
European purchases, 229 is not deductible. 

However, if the unusual trip.is undertaken, for the 
purpose of gaining or producing income from a business, the 


256 Lomchi secOnnecuLon, 


cost of the same is deductible. 
it. is now settled that ”... the taxpayer can best decide 
thesmethod, to, follow in.carrying-on his business and, un- 
less there is sound reason to question his method, it 
should be accepted in computing income. "297 

It should be noted that there is a proposal pending 
before the Canadian Parliament to allow the deduction of 
expenses incurred in the moving of residence when the 
tPrensters is. to.a, location, at.j least 10 miles closer.to a 


253 


persons's new place of work. However, the expenses will 


be deductible only from income earned in the new locality. 729 


g.). Business Gifts. 
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FRANCE 


In France, the costs of minor business gifts such as 
pencils and calendars are deductible. 76° 

With respect to valuable gifts such as cars or cases 
of liquor, the donor is allowed to deduct the same only if 
he could prove that "the gifts were legal under corporation 
law and criminal law and that the gifts contributed to the 
seKnogness PrOmnthe firm: 261 

Regarding the requirement of legality, it is necessary 
because commercial bribery is a penal offence in France. 7° 
To determine if the gift really contributed to the progress 
of the firm, in C.E. 27 November 1959, No. 44,826, it was 
Stated that the business donor must identify the recipient 
of the gift in order that its real purpose and use may be 
verified. 

UNITED STATES 

Trachea sUnntedestates, #Sectione2 74 (b)) Gl) aartRCAalimies 
tnemdeductibiiaty of *gitts,, such aseChnistmas gifts »to 
customers, to $25 annually per donee. The $25 limitation 
also applies to a voluntary payment by an employer to 
the widow of a deceased employee if the payment is excluded 
from her income as a gift under Section 102, IRC. The Ser- 
vice had formerly permitted the employer to deduct such 


2 263 
payments in reasonable amounts. 
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212 
PHILIPPINES 


Unlike France and the United States, there is no 
statutory provision authorizing busines firms to deduct 
the expenses for small gifts to customers, in the Philippi- 
nes. There is also no revenue regulation regarding the 
matter. Nevertheless, it is submitted that the said 
expenses are deductible in reasonable amounts if the gene- 
ral requirements, as discussed earlier, in connection with 
the deductibility of business expenses are met. 

CANADA 

In Canada, as in the United States and France, expen- 
ses incurred by businessmen for Christmas gifts are ordi- 
narily allowed as deductible business expenses provided 


they “are not'of*'a purely capital or social nature. 7°4 


in relation to”’small gifts, in the’ Beeson eee, os 
iiewes stavedethats SC io ovattaxpayen is not precluded 
from claiming a deduction for promotion and entertainment 
expenses as such. This does not mean however that all 
promotion and entertainment expenses will be allowed as 
deductions, for some of them may be of a capital nature 
'.2 and some may “well be of a purely social nature...” 
Gifts by a company's president to buyers of theatre 


tickets, meals, and Christmas gifts were also held as de- 


ductible. 266 
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h.) Fees 
FRANCE 
In France, legal, accounting, other professional fees, 
and advertising expenses paid to third persons for servi- 
pe rendered to a business firm are deducti bie. 7°” 
The privilege to deduct fees extends to expenses in- 
curred for the advice needed by the business enterprise 


inathe: course: of its operation. 768 


Management fees paid 

by one business firm to another, even if they are payments 

Dyea subsidiary: company. to ‘the parent enterprise, are 

deductible if the said fees do not exceed the amount 

: one. te CARS 

Hormaliy! paid, for simian iservaces: 
Thea right bol deduct fees pagd to thard parties, depends 

Dpretheraisciosure: ormthe: recipient seili¢such disclosure 

: : 270 

is made, then the amount paid as fees are deductible. 

In the absence of disclosure, the rules discussed with 

respect to undisclosed recipients in connection with the 


payment of compensation will apply. 7/t 


Advertising expenses are also deductible. 7/2 


Usually, 
said expenses are deducted in the year in which they are 
incurred. Exceptional expenditures which "are not in 
proportion to income realized in the year of expenditure, 


and which are regarded as expenses other than normal 


annual expenses, may be treated as organization expenses... 
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and written off over a period of years. "273 However, the 
right to deduct advertising expenses is limited. Under 
Article 39-4, CGI, hunting, fishing and resort expenses, 
even if incurred in the name of advertising are not deduc- 
tible. Also, the advertising of certain spirits is prohi- 


bited under the French Liquor Code.2/4 


The said prohibi- 
tion is reinforced by Article 237, CGI, which denies the 
deduction of the costs of such advertising. 
UNITED STATES 

Mreche United States, as in france, under Section 
162(a), IRC, expenses for legal, accounting, other pro- 
fessional services, and advertising expenses, are general- 
ly deductible, unless they are required to be capitalized. 
Legal fees paid in connection with the acqiisition of 
property or the defense of title to property are not de- 
ductible as business expenses and must be added to the 
cost of the property, although an allocati on between cap- 
ital and business expense is sometimes permitted. */> 

Advertising expenses, to be deductible, must be 
reasonable in amount and should be reasonably linked to 
the taxpayer's business activities.*/© ‘This rule applies, 
in general, even though the taxpayer's advertising pro- 


gram extends over a period of more than one year and even 


though the advertising is aimed to create goodwill rather 
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than to promote the immediate sale of the taxpayer's 


277 Deduction has, thus, been allowed for adver- 


products. 
tisements, signed by the advertiser, promoting wartime 
Me ttey nar ais SUCH iss COMser vali Ol Or. Lae Sale. OF 
war bonds. 7/8 Advertising costs have also been allowed 
even Rota the particular expense was highly Ssiaicrolet vip) 
nature and involved the sumfr an unusual "advertising 


media",2/2 


In a case, deduction was allowed for the cost 

of an African safari undertaken by the principal officer of 
the taxpayer—-corporation, a dairy company, where the taxpayer 
later exploited the trip for publicity purposes. 790 Simi- 
Par Lye eche  COste OF. maintaining show horses and show dogs, 
and of sponsoring athletic teams, was allowed where the 
taxpayer was able to demonstrate that the expense had been 
mneurred for thespurpose of, publicizing) the taxpayers 


es heas eee 


Expenses of identical nature have been 
disallowed, however, where the taxpayer failed to prove 
@hatetheyeproduced: any direct business) benefit in the mature 
Caapubiacityd on ovaj nee 4 
PHILIPPINES 
In the Philippines, under Section 30(a) (1), NIRC, ex- 
penses for legal, accounting, other professional services, 


and advertising expenses are deductible. Deductibility, how- 


ever, depends upon the satisfaction of the "necessary and ordi- 
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nary" requirement and the fact that the expenses were incurred 
for the purpose of earning income. With respect to the other 
matters pertaining to the deductibility of the above- 
mentioned items, there is also no difference between the 
rules existing in the Philippines and those in the United 
States. 
CANADA 

1 

As in France, the United States, and the Philippines, 
in Canada, subject to the general requirements regarding 
deductibility, expenses for professional services are 
deductible. 

Legal expenses which taxpayers incur in connection 
with income earning activities are generally deductible; 
while those relating to capital assets are generally not 
deductible. This matter was already extensively discussed 
earlier. Suffice it to say, in the D.J. MacDonald Sales 
med. SaSoaas it was declared that legal expenses, to be 
deductible, must be those of the taxpayer seeking to de- 
Gue® them and) not those # of isome-other’ individual or entity, 
even if there is a closer relationship between them. Fees 
paid to auditors in the ordinary course of business are 
Geductible ~~ Instaccordance with the Paquet case, “84audi- 


ting fees incurred after the taxpayer's death are not 


deductible because they relate to the settlement of his 
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estate. 


Advertising expenditure is so recognized in the com- 
mercial community as a legitimate business expense that 
its dedwtibility never appeared to have been questioned 


before the courts in Canada. 789 


Nevertheless, expenditures 
closely resembling advertising expense have been disallowed 
where they, appear to have contributed substantially to 


goodwill rather than to current sales. 786 


Thus, where 
the appellant and other members of a stock exchange con- 
tributed to a fund organized to prevent the failure of a 
small firm member of the exchange, avert its bankruptcy, 
and to sustain public confidence in the brokerage business, 
the expenditure was disallowed as being an outlay in connec- 
tion with a capital item and not an expense for the pur- 
pose of earning income, notwithstanding that the tax- 
payer's income might have been sustained as a result of 
the expenditure. 287 

Entertainment expenses not directly related to sales 
have been disallowed as capital expenditures. 788 However, 
expenses incurred by a brewery in "treating" drinkers as a 
means of boosting its sales in its own and other hotels 
were held nenfatah leanne 


The cost of a mailing list was held to be deductible 


as an advertising expense because it was used to increase 
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the- circulation of a newpaper. 220 Hence, it is clear that 
the expense was incurred for the purpose of producing or 


gaining income. However, in the Southam case, 794 


only a 
capital cost allowance was granted because the expense to 
secure the mailing list was made for the purpose of acqui- 
ring a capital asset. 
i.) Expensés to Restrict ‘Competition. 
EF. RANCE 

The=generel-erule™=in France is that’ sums spent to 
restrict competition are not deductibleon the ground that 
said sums "are capital expenditures which are balanced 
by an increase in the networth of the payor." 

Loge. ees Vonuatrve | J427 NO. 06,470, a LilLm agreed wren 
Seniers tO buy and=close™ permanently ascompeting tactory. 
It was held that the expenses incurred for the purpose 
mentioned were not deductible. Furthermore, in C.E. 20 
May 1946, No. 73,519, the sum paid to a business competi- 
tor to cease activity for a period of 50 years was declared 
not deductible. 

However, the present tendency is not to be too strict. 
Bence wmtimen el /eMay LUO NO. 45, 054, a Lirm, "tO™restrict 
competition, bought shares in other firms at a price in 


excess of the true value of the shares. Here, deduction 


was allowed to the extent of the difference between the 
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219 
purchase price and the actual value of the shares. 


It should be noted that the rule of non-deductibility 
does not apply to a situation where competitors set up a 
pool to which they make payments and from which they re- 
ceive compensation depending on whether sales fall or 


Zoe 


rise. An example of this would be the application of 


the rule laid down ing, Woe oe © 938 meNOen Oo n0O lm ein 
this case, six breweries bought and liquidated a "dissident" 
brewery and set up a compensation fund to regulate competi- 
tion among them. Each participant paid sums to the fund 
or received payments from it, depending on whether its 
sales in the area formerly served by the "dissident" 
brewery increased or decreased. It was held that the sums 
paid into the fund by the members were deductible. 
UNITED STATES 
Unlike France, in the United States, there are no 
exceptions to the rule that expenses to restrict compe- 
tition are not deductible. It is treated as a capital 
expenditure which increases the networth of the payor. 
PHILIPPINES 
Thesrule in the Philippines 1s similar to that in 
the United States. Expenses to restrict competition are 
treated as capital expenditures, and, thus, not deductible 


from gross income. 
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CANADA 


In Canada, as in France, the deductibility of pay- 
ments made to stifle competition depends upon the way the 


COnEract 1s drawn up. 


A contract requiring a competitor to refrain from 
day-to-day or week-to-week competition as long as pay- 
ments are made to the competitor would appear to justify 
the deduction of the payments. However, where the contract 
is one for a fixed period involving a fixed amount payable 
either in a lump sum or by instalments, the transaction is 
a capital one and the payments made under it are not 
deductible. 77? 

Expenses incurred for the purpose of preventing the 
establishment of a business similar to that of the tax- 
payer making the disbursements ave also capital expendi- 
tures. Thus, a radio station operator's expenses in 
unsuccessfully attempting to prevent the licensing of 
another station were held to be non-deductible. 7??? 

Payments to buy out the opposition are also capital 
outlays. 


Nevertheless, if the taxpayer buys the business of 


another and does not operate it, the expense would be 


ad 
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deductible as having been laid out to earn the income of 
the purchaser's original business. 79° Moreover, if no 
enduring benefit was gained as a result of the buying of 
the opposition, the payments would also be deductible. 
Hence, if a firm pays a competitor who~ is going out of 
business, for its promise to divert whatever business it 
had to the firm, the expenses are deainetotisie., °° There 

is no enduring benefit gained because there is no assurance 
that the newly acquired customers would continue to 


patronize the business of the payor. 


2. Retirement and Other Benefits 


FRANCE 


In France, amounts paid by reason of an employee's 
retirement, resignation, or dismissal, including lump-sum 
payments and severance pays, are generally, deductible 


by the employer. 79/ 


To encourage increased employee participation and 
interest in business, such as participation in the 
share capital of the firm and sharing in the benefits 
of increasessin productivity, tax reliefs are granted 
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under French laws. See oeCenecua le Lule mamounteone pad Gn LO 
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employees under the above arrangements’ are deductible 


by the employer. 729 


Social security payments made by business enterpri- 
ses for aye benefit of employees, such as the cost of 
social insurance, levies to finance family allowances, 
workman's compensation, and other similar expenses, 


are deductible as supplemental wage payments, 290 


Pension funds in France are generally under the 
supervision of the French government. Contribution 
made by business enterprises to government super- 
vised pension plans for the benefit of their emplo- 


yees.are deductible from business income. 79+ 


In the case of private pension funds, the 
contributions of the employer would be deductible 
only if "they were eee in amount and if the 
fund consituted an independent legal entity, not 
under the control of the contributing employer, so 
that funds paid to it were not thereafter at 


the idispositionof the paying firm", 202 
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Hence, in C.E. 3 March 1951, No. 41,813, the contribu- 


tions paid by a business firm to an association organized 
to aid its employees were not declared deductible. The 
reasons were that the managers of the firm named majority 
of the members in the association's managing committees, 
payments made by the firm to the association appeared to 
have exceeded the amounts disbursed by the association, and 
the sums that were not disbursed remained at the disposi- 
Eion of the firm. 
UNITED STATES 

In the United States, an employer who wishes to pro- 
vide retirement and death benefits to his employees may do 
so either on a funded basis or by making direct payments 
EOmune employes Onuhis beneficiary atwthe @ timesort, the 
employee's retirement or death. If the funded method is 
utilized, the employer can choose between the creation of 
a "qualified" plan which meets the specific requirements of 
Section 40l(a), IRC, and the use of a non-qualified plan 
which does not meet those requirements. The tax conse- 
quences vary, both for the employer and his employee, 
depending on which of these methods are adopted. 

Adoption of a "qualified" pension or profit-sharing 
plan results in certain tax advantages, as follows: (1) 


the employer's annual contributions to the plan are 
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currently deductible From the employer's gross income in 
accordance with Section 404, IRC; (2) the tax on the 
employee is not imposed at the time the contribution is 
made but is deferred until the benefits are received by 
him, even though Hicecioncts to bernerits are ‘vestea ™ that 
is, not forfeitable in the event that his employment is 
terminated before he reaches the designated retirement age, 
pusesuant to sectzons 402 and 403,/IRC;: and, (3) if the 
employer's contributions are made to a trust established 
pursuant to the plan, the investment income of the trust 
is exempt from tax under Section 501 (a), IRC, 203 If the 
plan is under the management of an insurance company to 
which contributions are made for annuities, the investment 
income from the annuity reserves likewise is not subject 
to tax with respect to the insurance company in accordance 
with Section 805, IRC. These advantages are available 
only if the plan meets the specific requirements of 
section 401 (a). 

DEQCUCEI Ole LOL CONtTCIDULIONS 0° asqualified plan is 
authorized by Section 40, IRC, rather than by Section 162 
(a), IRC. However, the contributions,.to be deductible, 
msut meet the conditions of the latter provision also. 

In other words, the contribution should be an ordinary 


and necessary business expense, and must be reasonable in 
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amount when considered in connection with other compensa- 
tions received by the employee for his services. 

If the contributions are channelled into a pension 
pian, the deduction is limited to the amount required, on 
an actuarial basis, to meet the anticipated cost of pen- 
Sions for employees on their retirement.°94 If the 
contributions are made to a profit-sharing plan, the de- 
duction is limited, in general, to 15% of the compensation 


paid to employees covered by the plan. 295 


In either case, 
if the amount contributed in any one year exceeds the 
allowable limitation, the excess may be carried forward 
and deducted in any subsequent year when the amounts 
otherwise deductible for that year fall below the limita- 
eLoneoL that year, 296 
Death and retirement benefits may be provided for a 
restricted class of employees, such as executives, under a 
plan which does not meet the requirements of section 401(a). 
Under a non-qualified plan, the employer's contribution is 
currently deductible only if the employee's rights to future 
benefits are non-forfeitable at the time that the contri- 


507 


butions are made. Otherwise, the employer may 


BOmmOeoiuC LLG COnLLE LDULLON, and sin eLtrect, suffers a Loss 
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of the deduction entirely. In either event if a trusé 


is employed, its investment income is not exempt from tax. 399 
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As an alternative to the adoption of a funded plan, 
the employer may choose to take direct payment of pension 
and death benefits to ae employees or their beneficiaries. 
From the employer's standpoint, such payments will be deduc- 
tible when made. Since the arrangement is not a funded one, 
the employee being pete fied to rely on the employer's fu- 
ture solvency, the rules regarding the loss of deduction un-— 
der non-qualified forfeitable plans are not applicable. 210 
The employer's deduction is still governed by Section 404 
Peeicreethanmeby Section 162(a). Thus. the employer, even if 
on the accrual method, may take a deduction for amounts paid 
to the employee only at the time of actual payment and may 
BOE accrue the liability prior to such time. 

Voluntary pension payments to retired employees are 
eeductible; if reasonable in amount, as ordinary and 
necessary business expenses, °tt 

Amount paid or accrued by an employer on account of 
Pajuries,; sickness, or disability of employees are deduc-— 
tible under Section 162(a). In accordance with Section 1. 
162-10 of the Regulations, contributions by an employer 
BO a pian providing medical and disability benefits for 
employees are likewise deductible as ordinary and 
necessary business expenses. 


With respect to unemployment benefits, under the 


a 


nell 























a 


| / - a ) = 
i) *+ on 4 ered 4 . ; «£ a she r ‘ra Fi 
j LP: Lo tr f. io ca teqosa otf? ey tl = a 
. ¢ + Al 


: 
f La ag 
a 
i o* O62 
7 t 
res ps 
. a 
‘ 4 
“sg 
‘> 
. - 
ow 
9 
4 


f 


iB eee 
weve 199 + i b " an 3 oo Sac i : ¥ ae "7 : 
‘ ‘oa : ‘ee 


f tied? to nesyorlqna ent a3 #35 


ne 

: om a 

tne pried sovorane “— 

aa 

wa oct yong tios s ome 

\  @ 7 a = 

903 beLttfoup-aon, a 
subsb e' seyolgne oat 

is . | 

kioe8 yd asdy 7etIs 
item Isux0De adt oo 
bodtem £ a 


sarbam 


sidloo pat aakwexil on ® seal 
a ¢ 


teneq yrstavlov 


- 
ee ae eitw * dia 


. 


_ 
ssvelgme, off, © 
ao i 


= | 
: ' 
i, 

lei{ ef? euancs Sas 


 s 


a 


; See 
ot ¢4 aidisoube 


- 
_ 
_ 


scenteud yaseseoee 







ro kine2 xebny, atc 


att * Te 
eta ‘oS syst 8s 38 ma | 


iy pata 


286 


"supplemental unemployment benefit plans," the employer is 
bound to make annual contributions to a fund in amounts 
sufficient to guarantee a minimum annual wage to its 


Cw 


employees. The Service has ruled that contributions to 


a supplemental unemployment benefit plan are currently 
duductible by the employer under Section 162(a), TRC. > 
A trust created to receive the contributions normally 
also qualifies for exemption under Section 501(c), IRC, 
and, hence, investment income received by the trust is 
exempt from tax. 
PHILIPPINES 

In the Philippines, as in the United States, an 
employer who wants to provide retirement benefits for the 
employees can do it by making direct payments to the em- 
ployee or beneficiary at the time of retirement or through 
a qualified pension plan. 

Under Section 30(j), NIRC, an employer establishing 
or maintaining a pension trust is allowed to deduct - 
(1) contribution, during the year to cover the pension 
liability accruing during theyear; and, (ii) the amount 
transferred or paid during the year in excess of such 
deduction, provided: (a) the same has not therefore 
been allowed as a deduction; and, (b) the same is apportioned 


in equal parts over a period of ten (10) years beginning 
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the year in which the transfer is made. 


Under (BIRPRU Ling» Note65.,> February 6; 195956 thes 3-5% 
premiums paid by the employer to the Social Security 
System that accrue:to employees in case of death, retire- 
ment, disability or sickness are deductible from the gross 
income of the employer. 

CANADA 

In Canada, contributions of the employer to a pension 
fund in respect of services rendered by an employee are 
deductible. ?14 

With respect to the deductibility of death benefits 
paid to the widow or other relative of a deceased employee 
the Department considers whether the payments are reaso- 
nable in the circumstances.°?° 

If the deceased employee dealt at arm's length with 
the employer, and in the case of a corporation, was not a 
substantial shareholder, the amount of the death benefit 
actually paid will normally be considered reasonable even 
if it exceeds the employee's yearly salary.°1® Hence, 
it will be allowed as a deduction. 

If the employee did not deal at arm's length with 
the employer or was a substantial shareholder of the 


corporate employer, the amounts paid may be considered un- 


reasonable if they are disproportionate to the employee's 
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salary or to the value of the services rendered by him 
during his period of employment. 317 In this case, deduc- 
tion will only be allowed to the extent that it is reaso- 
nable. 
3. Interest 
FRANCE 

In France, interests paid on amounts for commercial 
use borrowed from third parties are deductible from busi- 
ness income. °18 

The exception to the above rule is where the debtor 
firm fails to disclose the name of the creditor receiving 
the interest as provided under Article 173-1, CGI. The 
Beghtetotdedut is lost in case ‘ofia failure to disclose 
the identity of the creditor. There is, however, an ex- 
eee lioneto: the: said exception. It refers to anterests 
paid under a bon 8B caisse. Under Article 188B, CGI, Ann 
IV, a bon de caisse, is a debt instrument "registered 
payable to order or to bearer, involving or being equiva- 
lent to an agreement to pay and deliver in return for a 
Loar esti fachesbonide Carsse Ws quotedsorn is susceptible 
of being quoted on an exchange, interest on the bon may 
not be payable against the surrender of coupons or of 


Sins) 


instruments representing coupons. Ordinarily, a-debtor 


paying interest on a bon de caisse is required to withhold 
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Pometcnerctrom,  .10r the account of «the crediton,, at the rate 
of 24%, the creditor then receives 76% of the gross inte- 
rest due, includes the amount in his taxable income, and 
claims a credit, against the income tax due from him for 


the sum withheld at the sepres. 103" 


If a debtor owing 
interest on the bon chooses to pay interest thereon net of 
Gax,, he may. do so, In this case, he. withholds nothing at 
the source and pays the creditor the full amount of gross 
Sail 
interest due. As a consequence, he is relieved of 
any obligation to disclose the name of the creditor to 
whom interest is paid.??? Despite his non-disclosure and 
contrary to the ordinary rule, the jJebtor is permitted to 
deduct the full amount of interest paid in accordance with 
Article 1678, CGI, and Articles 188-B to 188-G, CGI, Ann. IV. 
Where the debtor decides not to disclose the name 
Of the bon de caisse holder to whom he pays interest, he 
is required to pay tax on the amount of interest paid to 
323 
the holder of the anonymous bon at the rate of 50%. 
The amount of tax paid on the interest outlay, like the 
interest outlay itself, may be deducted from income by 
324 
the debtor as business expense. 
Interest-free loans are at times made between related 


persons. Examples would be those entered into between a 


French subsidiary and a French parent corporation or be- 
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Eweene ae corporation: and) a controlling stockholder.?25 I¢ 
the interest-free loan results from an ordinary decision 
for the benefit of the lender's business (gestion normale). 
the lender will not be taxed on an imputed receipt of in- 
terest, nor will the lender be denied a deduction for in- 
Lerestypaiditoval third party, ‘saya bank, to obtain the 
funds lent free of interesi.?2© If the interest-free loan 
results from reasons extraneous to the sound commercial 
management of the lender (Interets* commerciaux etrangers 
a l'enterprise), and if the lender borrowed from a third 
party the fund that he has lent free of interest, he will 
be denied the right to deduct the interest paid to the 
supplier of the funds.>?/ If the lender used (his own 
funds, instead of borrowing, the lender will ordinarily 
be taxed on interet fictif (imputed receipt of interest) 
on the amount that a loan of the kind in question might 
be expected to ani yhtae 
There is also the question of interest payments made 
to individual proprietors, partners md Shareholders. 
Interest payments on Capital contributed or loaned 
by an individual proprietor to his firm are not deduc- 
tible.??9 


Under Articles 39-1 to 39-3 and Article 212, CGI, al- 


though a partnership may not deduct interest paid to its 
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DParcrens som thei mecontributions to thescapital™of "therfirn, 
it may deduct interest paid to partners on loans made to the 
firm over and above their capital contributions. 

The rules involving the deductiblity of interest paid 
to shareholders by corporations are similar to those af- 
fecting individual proprietorships and partnerships. Amounts 
paid by a corporation to its shareholders as "interest" on 
their share capital in the enterprise are not deductible. 77° 
However, a shareholder may lend money to his corporation 
over and above his equity investment in its share capital. 
In*this instance, the corporation as debtor, may deduct 
interest paid to the shareholder, in his capacity as cre- 
ditor.?71 

It must be pointed out that there are limitations to 
the deductions with respect to associates: a shareholder 
in the case of a corporation, a partner in case of a 
partnership, and a member in case of a limited liability 
company. Interest paid by an enterprise to an associate 
is deductible only to the extent that the interest rate 
does not exceed the rate charged by the Bank of France on 
security loans (5%) plus two per cent. 234 Any excess 
Over tie sard rate is not*deductable. There is Siete 


Jimitation with respéct to entities subject to corporate 
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Seoncro ptrerdebtor s:eentity ..., interest paid on their 
loans is deductible only to the extent that the total 
amount of loans from these lenders does not exceed 50% of 
Ehee@etotal capitalepardninsbyealleshareholders...ts (CGI,-Art. 
pie mrad? 

Finally, we have the matter of additional principal 
payments on index loans. In many instances, the operation 
of an index clause in a loan agreement may require the 
debtor to repay a larger sum in France than the sum 


borrowed.°>34 


The difference is deductible from the busi- 
ness income in the year of payment. 335 The index clause 
"must be a normal one designed to protect the debtor against 
economic fluctuation and monetary depreciation; deduction 
will be refused if the index clause results in a disguised 
Guastra bution, of profits. "336 
UNITED STATES 

As in France, in the United States, interest paid 
or accrued during the taxable year on indebtedness is de- 
ductible from gross income under Section 163, IRC. How- 
ever, unlike in France, the Section does not require that 
the indebtedness be related to the taxpayer's trade or 
business, so that all interest charges are deductible, 


whether they represent a personal or a business expense. 


The requirements and limitations of Section 162(a), IRC, 
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are therefore, not relevant. 

To be deductible, interest mist be separately desig- 
nated from the principal amount of the indebtedness. ?3/ 
Moreover, the indebtedness must be that of the taxpayer 
claiming the deduction. 338 Lastly, the indebtedness must 
be bona fide and must have been incurred for reasons other 
than mere tax avoidance. 239 

Classification of the instrument under which the 
payments are made is sometimes difficult. The intention of 
the parties, as determined from all the facts and circum- 
stamces 1s the controlling factor. ?40 

The characteristics of an instrument of indebtedness 
are: a definite obligee;, a definite ascertainable obliga- 
BLOM, aia, a eine; Maturity that is definite or that will 


become definite. 241 


"Indebtedness" does not mean any 
obligation of whatever nature. "Interest on indebtedness" 
is restircted only to the amount one has to pay for the 
use of borrowed money. >“? 

If, in accordance with the foregoing tests, the 
transaction is not actually payment of “interest from 
indebtedness", there can be no deduction. 


Thus, in Knetsch v. United States 


an annuity was 
purchased with funds borrowed from the issuing insurance 


company. The Court characterized the transaction as a 


ces 











pi sabes [ 


~piveb vlese reget od Jerm soaxesiel LS OND 
vet .eeon tobe afd Or ears le) seein ae 
eft ke tony ect) Heir ‘ehabevdenall odd “i one 


"7 


moe 


aye qe 3 
4001 erenbeadtiohait ¢ i wyideed BCE ,noLitoubeb eas'd see i. & 
s ae 


nor bewunet med oved teod Ons, obi nits 


mf 


do wmiroeBae 


GE sonebiove: sey) ebm ft z f 


eit+ ritdyiw asks trteqeadertd et 20 aotsnottkaeslo | 





















> fdobonesnt ert tlepkaiaib aemk FouCe, ei oka enn: ain 


etoe3 ants tte mo benistetob 66 askssen: 
OKC sotne? paitfoutnoo eft ef eee 16 


ethotdebate to tnomuasent ne 76 eniszeiretoseisio ent: 

sifdo sigecietyeces etiakieb se 4 eeptice siiarteh & sem 
: | 

 —or edkniveb et sadt yitreden ones ® ,bos it 


Lee ie ects 


ba 


eeob "rseenhetdeink" Ih€ os imtkeb 


yt tse tor 





a 


; ) save 
‘“goeonvbaystdaebar mo isavosni” .otussn eves sriw t0. nottsee. 


est eno savas edge oF yine bets bgeot 4 
SSE 


yoernom hawo Lx 
ett \eteed priopetel emg samen sates . 
aox? ieuxyoinl” to Jnenryod a tou ek mors +08 
soksoubeh of of riso enti 

, i Ede . al 

eew yotunne ne - eocet® heotint .v moms 
eons wenk priverk eft most be 
6 86 notdosenetd odd boxcar 


an — : 
Dy ~~ eo 


294 


sham and disallowed the interest paid on the purported loan. 

Moreover, if the interest for borrowed money is used 
to purchase tax exempt securities, no deduction will be 
allowea.?44 

The ‘rules, obtaining in France, with respect to the 
deductibility or non-deductibility of interest-free loans, 
do not exist in the United States. There is no taxation of 
presumptive income, as distinguished from income that is 
economically real, in the United States.2?45 Hence, there 
can be no question regarding the deductibility or non- 
deductibility of the same. 

PHILIPPINES 

As in the United States, in the Philippines, Section 
30(b),NIRC, allows deduction of interest paid or accrued 
on indebtedness except on those incurred or continued to 
purchase or carry obligations the interest upon which is 
exempt from income tax. It is clear that the only inter- 
est that is not deductible refer to those incurred to pur- 
chase tax free obligations. The idea of the exemption is 
the prevention of tax avoidance. 

The conditions precedent to the deductibility of 
interest paid as follows: (1) there should be an enforcea- 
ble obligation or indebtedness, (2) the obligation must 


bear interest, and (3) what is claimed as an interest deduc- 
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tion must have been paid as accrued within the year.> “6 


As in the United States, phan pine law does not 
distinguish whether or not interest is connected with trade 
or business. Interest, therefore, \is sa deductible item 
even if it is ef. .a personal nature. 

athe statutory term “interest on indebtedness” is not 
all embracing. ,DiU Seine thercase lof yKuenzle, SandeStrei ff, 


347 > wascenela 


ine. VanCommissionen tof einternal «Revenue; 
that interest on unpaid salaries and bonuses is not deduc- 
tible, the meaning of said salaries and bonuses not falling 
within the term "indebtedness" as mentioned in the Tax Code. 
It is well-settled rule that the term “indebtedness” is 
Reatrtatede Gertsmsual immontawhich ticithe ramountitone has 
contracted to pay for the use of borrowed money." 

interest son prererred Stock, “which is in reality a 
dividend thereon, cannot be dequcteqin computing net 
income. te 

Official opinion as well as court decisions, however, 
have passed upon the question of deductibility or non-deduc- 
tibility by going into the substamce rather than form as 
to whether the so-called dividend or interest on preferred 
Share of stock is capital investment or an obligation. 


inv tiie regard, portions of ‘the ruling of the BIR 


dated April 27, 1953, in the case of the Insular Life 
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Assurance Company, are quoted hereunder: 


Bnet Ghencel is. made to vour letter dated.... 
requesting that the sum of ~47,681.50 covering 
the "dividends on preferred stocks" paid to the 
Rehabilitation Finance Corporation, be allowed 
as deduction from your gross income for the 
Vedra basi 

"In reply thereto, I have the honor to inform 
you that as the advances made by the Government 
to your Company under the provisions of Executive 
Order No. 107 dated April 20,1946, were subs- 
tantially in the nature of loans but treated 
only as capital stock in order to place your 
companyison secal., capital basis: andialso to enable 
the Government to participate in your management..., 
your request is hereby granted. 

“Furthermore, although in the provincial 
certificate issued by your company to the Financial 
Rehabilitation Board of the Government of the 
Philippines these advances were referred to as 
preferred stocks and entitled to dividends payable 
out of the net profits, evidence, however, shows 
thatthe dividends were not necessarily paid out 
of the net profits because even when losses were 
sustained in 1947, payments were nevertheless 
effected, justifying your allegation that said 
payments were in the nature of interest." 


However, in the case of the Philippine Trust Company 
Ver coLtector of Internal Revenue, -“#distinction was made 
as to whether eens made on preferred shares of stocks 
are dividends or interests While the taxpayer called 
them “interests' it was held that they were in fact "divi- 
dends" and not deductible. The Court explained that 
payments made by a corporation on its shares of stock are 
dividends. (not deductible), but payments made on its 


evidence of indebtedness are interests (deductible). It 
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297) 
was pointed out that the records did not show that the pre- 
ferred shares issued by petitioner were in reality merely 
evidence of indebtedness. It did not rae that the so- 
called interestgson the preferred shareswere payable only 
outrofethe profits or earnings of the petitioner or thatthey 


were Paya ea regee cession any protatsior earnings. It 


fu 


wasmnot»also shown whether or not the preferred shares 
had a definite date of maturity. 

As in the United States, there is no taxation of 
presumptive income in the Philippines. Thus, there is also 
no problem concerning {the.deductibility or non-deductibility 
of interest on presumptive income. 

CANADA 

ASWin’franea, in) Canada, Section 11(1)(c); (ca) 
and (d), ITA, permit the deduction of a reasonable amount 
of interest and compound interest on borrowed money used 
DOr Chem purpose OL Carmning income from a business or pro- 
perty and on money owing for property acquired for the 
purpose of gaining or producing income from that property 
or from a business. 

Preaccorucnice With North America Construction v. 
me Wane, 280 Come OMe wield sec Lion wim jt), eimcerest must 
be paid pursuant to a legal obligation to pay interest. 


Moreover, to be deductible under Section 11(1) (c), 
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the amount in question must be a true interest payment. 


In order to find a true interest payment, it is neces- 
sary that there be a borrower-lender relationship. Due to 
the absence-of such a relationship, the following disburse- 
ments were not considered as expended for interests: 1) 
remuneration paid to a guarantor of a taxpayer's lom 


Sah 


from a bank; 2) security denominated as "preferred 


shares" issued for a fixed interest rate and payable 
without regard to whether profits were earned or not;?° 
and, 3) payments made by a mutual insurance corporation 
to certain credit unions arising from their contributions 
because there was no legal obligation on the part of the 
corporation to pay interest on the contributions, and the 
credit union had no recourse regarding the recovery of 


their money .°>2 


Interest on corporate income bonds, ex- 
cept those of personal corporations, is expressly dis- 
allowed, with narrow exceptions, by Section 12(1) (f) of 
the Act. 

Interest paid on borrowed money used for some purpose 
other than to earn income from a business or property is 
not deductible under Section 11(1)(c). Interest paid on 
a bank loan used to purchase a residential property for the 


gq. 374 


taxpayer's own use was disallowe However, interest 


paid on a bank loan was held deductible where the taxpayer 
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was able to prove that the bank loan was used to purchase 


income-producing stock.°>? 


Tnetudsoniv. M.N.R.,2> it was declared that the man- 
ner of use of the money borrowed remains in the taxpayer's 
discretion so long as he can justify the way it is used on 
business principles. 

As in the Philippines and the United States, in Canada, 
the interest on borrowed money used to acquire property the 
income from which would be exempt is not deductible under 
Section 11(1)(c). If money is borrowed to repay a loan 
used to acquire . property that produces exempt income, the 
question arises whether the interest on the second loan 
would be deductible.3?°7 Section 11 (3b), ITA, answers the 
question by providing that borrowed money used to repay 
money borrowed previously, shall be deemed to have been 
used for the same purpose as the original loan. Hence, if 
interest on the original loan was not deductible because 
the loan served to acquire property the income from which 
would be exempt, the interest on the second loan would 
not be deductible either. 

The deduction of interest payments must not exceed 
a reasonable amount. The question of reasonableness 
should be determined by the court in the light of all 


surrounding circumstances. Under Section 11(3a), ITA, a 
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taxpayer who has borrowed money in consideration of a promise 
by him to repay a larger amount and to pay interest on a 
larger amount is deemed to have borrowed the larger amount. 
The bigger amount is deemed to have been used for the pur- 
pose of earning income in the proportion that the amount 
actually used bears to the amount actually borrowed. In- 
terest is* deductible’ on the portion of “this larger amount. 

Section 7, ITA, provides that a part of a payment 
under a contract or arrangement that can reasonably be re- 
garded as a payment of interest or otherwise of an income 
hature must be included in computing the recipient's in- 
come. This is analogous to the doctrine of "presumptive 
income” prevailing in France. Thus, in the Groulx Casa, 26 
the price of a property sold above its market value and 
payable in installment without interest was held to in- 
clude interest. 

BES hou lds besnoted: that Section TU(V)(d), ITA, permits 
a reasonable portion of the payment included as income of 
the recipient to be deducted by the payer if the payment 
was made by way of repayment of borrowed money or by way 
Gf, purchasemofeproperty, wathin® limitations similar “to 
Guesemoiclausesm(i)eand (tay ooftSectionell(L)(c)f the 
purpose of the provision is to permit the deduction of an 


otherwise deductible interest payment that is found to be 
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combined with a capital payment upon being considered from 
the standpoint of the payee under Section 7.359 
4. Dividends 

FRANCE 

In France, dividends paid are not deductible from 
business income. 

However, by a decree in 1957, corporations were 
allowed 2 deduct from taxable income dividends eta on 
new shares, issued at the organization of a new corpora- 
Eilon, of OM an increase in the capital of an existing cor- 
Meratwon, =f the sums paid in for the shares are used in 
connection with plans for modernization. > 

The deduction, privilege is available only to cor- 
porations organized or issuing new shares after the effec- 
tive date of the 1957 decree, and only if the orgamization 
Omthe comporation, or ithe inemease in) capital, hasbeen 
approved by a decree of the Minister of Finance and 
Economic Affairs issued after consulation with the 
Board of Directors of the Economics and Social Development 
Fund. 361 

Tiewr tons (eG, jedir t ws available for seven years. °°? 
Bereidins aiready existing: corporation, the farst year,of 
deduction is the year during which the new shares are 


sold.?©3 For a new acrporatsion, Oithelfarsteyear as not 
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the year of incorporation, but the fourth year of the 


corporation's existinee; this rule is designed to permit 
the firm to recover its initaal losses and launching costs. "364 
Hence, the deduction is available in the fourth through the 
tenth year of the corporation's existence. 26° 

The amount of the dividend deductible in any year is 
limited to 5% of the cash sum paid into the corporation 
for the new shares. 2° 

The expiry date for the right to issue shares that 
could qualify for the dividend deduction was December 31, 
1965. 367 Presently, there are still corporations in France 
enjoying dividend deduction rights under the decree of 
ie bys 

UNITED STATES 

Unlike France, in the United States, there is no 
exception to ithe rule that no deduction is allowed to a 
corporation for amounts distributed as dividends. Thus, 
timer rect,. che corporate Carnings ere taxed once when re— 
Ceived by the corporation and a second time if distribu- 
ted to shareholders. 

Under Sections 116, ITA, in the case of an individual 
shareholder, the first $50 of dividends received from 


domestic corporations is exempt from tax. Further, a 


credit againsttax equal to 4% of dividends received in 
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excess of $50 is allowed, subject to certain limitations 

in accordance with Section 34, ITA. In the case of a 

corporate shareholder, a deduction is allowed for 8% of 

all dividends received from domestic corporations and from 

certain foreign corporations pursuant to Section 243, ITA. 
PHILIPPINES 

Tngthe;Phtlippines, ashin the United States,.no 
deduction whatsoever is allowed with respect to dividend 
distributions. 

However, under Section 29(e), NIRC, dividends received 
by domestic and resident foreign corporations from domestic 
GOEporations) are. not. subject to tax to the extent of 75% 
eof the-«amount. recGived as dividends. This exemption is 
Similar to that existing in the United States. The only 
difference is that, in the United States, the exemption 
extends to 85% of the amount of dividends received. In 
the Philippines, there is no exemption with respect to 
amounts received by individuals as dividends. There is 
SesOenoipLOvasionsgqranting, tax credits to individuals 
regarding dividends already subjected to tax in the cor- 
proate level. 

CANADA 
In Canada, as in the United States and the Philippines, 


the paying corporation is also not allowed deductions for 
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dividends payments. They are paid voluntarily by the 


corporation to compensate for share capital contributed 
to the corporation, and could probably also be described 
aoe a payment of income after it has been earned” — the 
phrase used in disallowing the deduction of paymwmts in 
cases arising under Section 12(1) (a) and (b) of the Act. 768 

hl Sele nem balve Cog (B.Cl.)altd: Case, 769 a company, 
which was formed as a subsidiary of two American compa- 
ble eLOnGakcuOucmealCantract forethe building of the Cana— 
dian portion of a pipeline, agreed to pay to the mother com- 
panies cost plus 10% as basic compensation for materials 
and equipment purchased and supplied by them. It also con- 
tracted to pay cost plus 10% as basic compensation for 
technical assistance and supervision rendered and, in 
addition, 50% of its funds realized on the contract. The 
deduction of payments made pursuant to the agreement to 
pay 50% of what is realized on the contract was disallowed 
on the ground that the sums represented either a division 
of profits after they had been earned, or alternatively, 
that the amounts represented the purchase price of the 
contract turned over by the mother companies and, conse- 
quently, capital payments. 

However, Section 28, ITA, provides that a corporation 


that received a dividend from another corporation is not 
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taxable on the amount of that dividend. The amount of 

this deduction is equal to the full dividend received from 
those corporations, less any allowance under Section TV) 
defined by Section 39(1) (k), ITA, to exclude a stock 
dividend. Nevertheless, under Section old) tA, that 
portion of any stock dividend included in computing a 
corporation-shareholder's income is deemed to be the 

amount of a dividend received by the corporation-sharehol- 
der for the purposes of Section 28. It should be noted 
that, unlike Canada, in the United States and the Philippines, 
the dividend credit is not for the full amount received by 
the ‘corporation. 

Presently, there is a 20% dividend tax credit for 
Canadian resident shareholders with respect to dividends 
from taxable corporations resident in Canada, or from a 
corporation, the shares of which were listed on a pres- 
cribed Canadian stock exchange having not less than 85% of 
its income from business carried on in Canada.2/0 

i Lew of the said dividend tax credit, there is a 
pending proposal before the Canadian Parliament to give 
Canadian residents the benefit of half integration with 
respect to dividends received from all Canadian corpora- 

S7L 


tions resident in Canada, whether widely or closely held. 


Under this system, Canadian residents will be receiving 
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dividends free of tax on one-half of the same. 
5. Bad Debts 
FRANCE 

In France, a debt that becomes unrecoverable during 
a tax year is deductible for that year. If the debt does 
not appear to be clearly unrecoverable, but non-payment 
is wholly or partially very probable, a deductible re- 
serve for bad debts may be set up to meet the risk of 
loss. However, the reserve must be based on an evaluation 
of specific items. 

A reserve simply to meet the general risks of non- 
boy nien= reenetededuct ible SeThus, in Canes Aprile 1956, 
Nos. 25,244, 34,376, an allocation to reserve based on the 
percentage of outstanding debts, not exceeding the prem- 
iums charged by the credit insurance company, was held 
non-deductible. 

In France, due to the categorized method of computing 
income, a bad debt not arising from business cannot be 
deducted from business income. 

UNITED STATES 

Debts which become worthless during the taxable year 
are deductible from gross income under Section 166, IRC. 

If the debt is a "business" debt, it may be deducted 


when it becomes wholly worthless. It may also be deducted 
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when partially worthless to the extent that it is charged 


off during the year.>/2 


In liew of deducting each debt 
directly as it turns worthless or partially worthless, the 
taxpayer may set up a reserve for bad debts and take a 
deduction each year for additions to that reserve, the 
amount of the deduction usually being equivalent to a 
percentage of the total debts arising from the taxpayer's 
business for the year.?/3 

To be deductible under Section 166, a debt must be 
based upon a valid and enforceable obligation to pay a 
fixed or determinable sum of money. 

If the taxpayer's principal intention was to make a 
gift, or if the loan was made with no real intention of 
enforcing the debtor's obligation, no deduction for a bad 
debt will be allowea.?/* 

Similarly, if the loan is contingently repayable, 
the deduction will be denied even though the taxpayer's 
right to repayment would be enforceable if the contingencies 
occurred. ?/° Thus, a bad debt deduction was not allowed 
where a husband advanced money to his wife for her to 
purchase the stock of an insolvent company and the loan was 
Eoebeneepaldeonly i1f°%therprorits otethe business were suffi- 
SHINS 


cient to allow repayment. 


Moreover, even if the debt is valid and unconditional, 
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nordecduction will be permitted, if, at the time the loan was 
made the taxpayer had no reasonable hope that it would be 
repaid.?// Hence, it has been held that advances by a 
shareholder to an insolvent corporation which the share- 
holder wanted to keep alive did not give rise to a bad 
debt deduction, the shareholder having no expectation of 
oejesmaae = 

Proof that the debt has become worthless during a 
taxable year can easily be made where an identifiable 
event, such as the bankruptcy of the debtor, has actually 
occurred in that year. 3/9 Otherwise, the taxpayer may 
succeed in proving that a debt became worthless in a 
taxable year only by showing that active steps were taken 
unsuccessfully in that year to collect the obligation from 


380 


the debtor. A legal action is not required if the 


surrounding facts and circumstances indicate that the debt 
was actually worthless and uncollectible.?8+ 

Section 166(b) provides that the basis for determining 
the amount of a bad debt deduction "Shall be the adjusted 
Pas icm ec Or edecermining os. .LOSS.4mu.nus, tne, deduction 
is, in general, limited to the taxpayer's cost. Moreover, 
a taxpayer is entitled to a bad debt deduction only if an 


actual cash loss has been suffered, or if the amount deduc-— 


ted represents an item which has already been included in 
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the taxpayer's gross income. 282 

Payments under a guarantee are generally deductible as 
a bad debt to the extent that the guarantor is unable to 
Fecover the amount paid from the principal debtor, Hence, 


’ : ; 383 
anPutnam v. Commissioner, 


it was held that payments by 
an individual stockholder as guarantor of the obligations 
of his corporation are to be regarded as giving rise to 
a non-business bad debt deduction, rather than to a deduc- 
tible loss. Section 166 (£) provides that payments by a 
guarantor of the obligations of a non-corporate debtor are 
to be treated as a bad debt if the payments are made at a 
time when recoupment from the principal debtor is impossible, 
but then specifically accords a business bad debt deduction 
EOQpSUCh a Guarantor. 
PHILIPPINES 

As in the United States, in the Philippines, Section 
30(e), NIRC, provides that debts due to the taxpayer 
actually ascertained to be worthless and charged off 
within the taxable year are deductible from gross income. 
As in the United States, the "bad debts" need not be 
"business debts" to be deductible. 

In considering when debts are deductible, there must 


be a valid debt arising out of an actual debtor-creditor 


relationship. The important underlying principle is that 
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no valid debt exists unless there is an unconditional 
obligation of another to pay the taxpayer. 

Furthermore, the debt must be ascertained to be worth- 
less and charged off during the year. 

The ascertainment of worthlessness requires proof of 
two facts: (1) that the taxpayer did in fact ascertain 
the debt to be worthless in the year for which deduction 
tsesoughe?y@and (2) that, in”’so"doing, he actedtin good 
faith. °° 

In ascertaining whether a taxpayer acted in good 
faith, it is reasonable to inquire whether a prudent busi- 
nessman would have decided as the taxpayer dia.?8°5 ‘the 
prudent businessman's test may also be applied in ascer- 
taining if the taxpayer made the same investigation of the 
facts upon which he based his decision of the worthless- 
ness of the febeee” The requirement of good faith implies 
a reasonably diligent and thorough investigation to deter- 
mine the status of the debtor, his capacity, and intention 
eo pay. 387 

In relation to good faith, Section 102 of Revenue 
Regulations No. 2, provides that: "Where the surrounding 
circumstances indicate that a debt is worthless and un- 


collectable and that legal action to enforce payment would, 


WiealleprOobability, not resultwin the satisfaction of 
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311 
execution on a judgment, a showing of these facts will be 


sufficient evidence of the worthlessness of the debt for 

the purpose of deduction. There should accompany the return 
a statement showing the propriety of any deduction claimed 
for, badé debts.” 

The law requires that the debt should not only be 
ascertained to be worthless but also charged off within the 
taxable year. The term "charged off” applies to taxpayers 
who are required by law to keep books of accounts where 
the corresponding indebtedness or accounts receivable is 
recorded.?88 The fact that a receivable is written off in 
the books of the taxpayer is additional proof of good 
faith on the part of the taxpayer in claiming the same as 
worthless and uncollectible. 389 A "mental charge off" is, 
however, sufficient where the taxpayer keeps no books. 220 

The fact that there was recovery in a later year does 
not preclude the deductibility in the year the debt was 
ascertained to be woutnlesse: 2. 

There is no specific provision in the Philippine Tax 
Code with respect to the right of the guarantor to deduct 
from income debts not recovered from the principal debtor as 
in the U:S: ‘Nevertheless, it is probable that Philippine 
Counts swouldradopt. the asamexerule. 


CANADA 
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CANADA 


TneGanadawerseCGtion .>( 1) (o)aellA we provides sthat in 
computing the income of a taxpayer for a taxation year 
there may be deducted the aggregate of debts owing to the 
taxpayer (i) that are established by him to have become 
bad debts in the year and (ii) that have been included 
in computing his income for that year or a previous year. 
The latter requirement of previous inclusion in computing 
income does not apply to debts arising from loans made in 
the ordinary course of business by a taxpayer carrying on 
the business of lending money, which, while incurred on 
income account and therefore entitled to deduction, have 
never been previously included in computing income. 

As in France, the United States, and the Philippines, 
bad debts are deductible in the year in which they are 
established to have become bad and that no attempt is made 
to relate this deduction to the year in which the debts 
became owing in Canada. 

Where debts that have been deducted for having become 
bad are later in fact paid, provision is made for again 
buangingsthemsintopincome by.~Section 6 (1) (f),;1TA. it 
states that in computing the income of a taxpayer for a 
taxation year there shall be deducted amounts received in 


the year on account of debts in respect of which a deduction 
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for bad debts has been made in computing the taxpayer's 
income for a previous year, whether or not the taxpayer 
was carrying on the business in the taxation year. 

Hence, as in France, no deduction may be made for 
bad debts that were not incurred on revenue account and 
represent capital loss or capital expenditure, or that 
represent debts outside the area of the business or trade 
carried on. 

In No. 75 v. M.N.R.,292 a creditor of ae cOrporetton 
accepted preferred shares of the corporation in satisfac- 
tion of the debt. The shares later turned out to be 
worthless. It was held that the consequent loss was a 
capital loss disallowed by Section 12(1) (b) and was not 
deductible as a bad debt. However, a non-recoverahle 
advance payment of rental that was shown to have been made 
as an authorized business loan for the purpose of gaining 
income and not as a capital investment was allowed to be 
deducted as a bad debt.799 | 

A bad debt should be distinguished from a capital 
loss. Bad debts are deductible and capital losses are not. 
In Dessin General Drafting Inc. v. M.N.R.,°24 the appellant 
company discovered that one of its officers, who held 40% 
of its shares and was its secretary and director, had 


misappropriated funds in the amount of $10,200. The offi- 
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cer agreed to sign an acknowledgment of the debt in the 
amount of $7,200. However, the officer did not make any 
payments. When all the efforts to collect the debt proved 
futile, the appellant deducted the amount of $5,000 as a 
bad debt in computing its income. It was held that the 
amount misappropriated was not an outlay or expense in- 
curred for the purpose of gaining income for the company 
but was a capital loss within the neaning of Section 12 (1) 
(ob). .~Hence it, could not, be deducted under Section 11(1) (f). 
Unlike amounts stolen or misappropriated by a clerk or an 
employee on wages or salary which may be deducted under 
Se@tion 11 (1) (£), a theft or misappropriation committed by 
amsenior Official of a company is wn) the category of “loss 
eu? Kerheniiars MEY 

Baukruptey Ory insolvency Of thesdebtor are sciear 
mat catLons of uncollectibi lity. 

Section 11(1)(£) seems clearly to place on the tax- 
payer the burden of establishing the debt to have become 


bad. Under No.0 415. v.. M.N.R.°2° 


it is not necessary to sue 
BhescdebtonelLOmsucoment. » Yer some,sernious effort. to,col lect 
payment must be demonstrated. The debts must have been 
still owing. Thus, assigned debts cease to be qualified 
for bad debts deduction. 296 


TvacGanada, as in the United States, France, and the 
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Philippines, an annual deduction is allowed for outstanding 


debts = whose collectibility De aniquestion. This is done 
by an annual deduction of a reasonable amount as a reserve, 
or adjustment, for debts that are estimated to be in 
doubt.?9/ 

Section 6(1) (e), ITA, requires that the amount deducted 
as a reserve for doubtful debts in the previous taxation 
year shall be included in computing income. 

The amount of deductible reserve must be reasonable. 
inva case, 298 a taxpayer, in setting up a reserve for 
doubtful debts, took into account only the time element. 

He considered as doubtful account receivables, not paid 
within a certain time. The Board held that this approach 
was not reasonable. It was pointed out that other consi- 
derati ons should also be taken into account, such as the* 
financial position of the debtor, hvstory of the account, 
past experience in writing off bad debts, sales volume, 
credit collections, and prevailing business conditions. 

In the Pitt Distributing Co. Ltd. case,399 an esti- 
mate of non-payment due to future anticipated foreign 
exchange restrictions was held to be a "contingent” 
reserve, prohibited by the Act, and the doubtful debts 


reserve was confined to doubt due to anticipated default 


by the debtor. 
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6. Contributions and Research Expenses 
FRANCE 

In France, with respect to charitable contributions, 
if a direct benefit flows to a firm, or to its employees, 
from a contribution to a welfare, social, or similar group, 
the amount paid is a deductible business expense. 400 

Thus, pin RIM. «429405 J#.0.-16 (November 1922, Deb. 

Ch. p. 3177, payments made by a firm to organizations whose 
aim is to ameliorate the living conditions of its employees 
were considered deductible. 

Furthermore, in the Letter of 6 November 1942, from 
the Director of Taxes to the Secretary of State for Labor, 
eawasedeclLanegathbatpautismiks conta bubion to 1s employee's 
garden Re he dispensaries, or vacation colonies are 
deductible if they result in benefits or advantages for the 
employees, such as bargain vacations or a better choice 
of garden locations. 

Nevertheless, the judgment in every case depends on 
the facts obtaining and the extent to which the enterprise 
or its employees are the "prime beneficiaries." In C.E, 

23 November 1936, it was held that sums spent by a firm 
for the construction of a church to serve a community in 
which the firm was located and a neighboring community 


were not considered deductible. inethisecase, luecould be 
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seen that the church would also benefit non-employees of 
the firm in the commune where it was located and neighbor- 
ing commune. Hence, the deduction claimed was disallowed. 

Business enterprises are also allowed to deduct, with- 
Dut limit, gifts and subsidies to various organizations whose 
purpose is the construction of low cost housing under Ar- 
ticle 39, CGI, in relation to Articles 41-A and 41-B, 

CG sun. fll. 

Aside from the foregoing, the right to deduct chari- 
table contributions is very limited. Under Article 238, 
CGI, a business fim may deduct contributions to philan- 
thropic, educational, scientific, social and welfare or- 
Ganitzacions only to the extent of 0.1% of the same” for 
each income year. Moreover, only organization carrying 
Onwactivity in France’ quality for the deduction.” It should 
be noted that individuals, as distinguished from corpora- 
tions, are allowed to deduct 0.5% of taxable income for 
Gontributions that have a scientific, philantrophic, edu— 
Sauprond! Or Social character. 

In connection with research and development expenses, 
three methods of deducting are available to business firms: 
"(1) deduction as an ordinary business expense, unlimited 
in amount, for research and development work carried on by 


the firm itself; (2) deduction, up to a maximum of 0.1% of 
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turnover, of contributions to non-profit organizations, 
including, but not limited to, those engaged in scientific 
research; and (3) deduction, up to an additional maximum 
GrpQeenz OL turnover, Of Contributions to organizacions 
engaged in research and approved by the government for 
that purpose. "401 
UNITED STATES 

In the United States, corporations are allowed, under 
Seeu1oneF/0(b) 2), TROP tto deduct charstable contributions 
of up to 5% of their taxable income for the year and to 
carry forward for the two succeeding years any excess over 
the 5% limitation. With minor exceptions, the limitations 
which apply to individials with respect to qualified donees 


are applicable to corporations. 7°? 


Ingaddltdon;mcorpora= 
tions are allowed a deduction for contributions to a trust, 
chest, fund, or foundation organized far charitable 
purposes only if the contribution is used within the United 


40 2A 


States or its possessions. The restriction does not 


apply to charities organized in corporate form. “07 
Section 162(b), IRC, prevents deduction as a business 

expense of any disbursement which would otherwise be 

deductible as a charitable contribution under Section 170, 


were it not for the 5% limitation on the same. lmeceacion 


170 does not apply, as where a foreign donee is involved, a 
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cys) 
corporation. may obtain a deduction if the contribution is 
directly connected with the business and is donated with 
the hope of financial return, 404 

Section 174(a), IRC, permits the taxpayer, at his own 
choice, to deduct as current expense certain research and 
experimental costs which are incurred in his trade or 
business. 

Pursuant to Section 174(a), the taxpayer may elect to 
deduct all of his research and experimental expenditures 
rather than to capitalize any part thereof. This method 
enables the taxpayer to avoid the considerable accounting 
difficulties that would otherwise arise from allocating 
research costs to specific projects. 405 If the taxpayer 
adopts the current expense method of treating research and 
experimental costs, he, generally may, nevertheless, with 
thes Commissioner's! consent, elect to capitalize such costs 
Bovconnection with’ a. particular research project. 406 
Gamthegtazpayecrecoes not elect’ to treat research and “expe-— 
rimental costs otherwise chargeable to a capital account 
aswascurrént expense, such costs will be capitalized. 707 

The term "research and experimental expenditures", 
generally, encompasses all the expenses incident to the 


development of an experimental or pilot model, a plant 


process, a product, a formula, an invention or similar 
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320 
property, and the improvement of existing property of the 


same epanee” It does not include expenditures for depre- 
Ciable equipment utilized for research. 702 tt also does 
not cover expenditures for management surveys, efficiency 
studies, consumer surveys, advertising, or the cost of 


testing or inspecting materials or products. “+9 


While the 
cost of developing and obtaining a patent, including 
attorney's fees, is included within the meaning of the term, 
in accordance with Section 1.174-2 of the Regulations, the 
cost of acquiring another person's patent, production pro- 
cess, or other such property is not. 

Section 174 does not apply to any expenditures for the 
acquisition or improvement of land, or to the cost of ac- 
quiring depreciable property. 

Moreover, Section 174 does not require that the actual 
work of research and experiment be performed by the tax- 
payer himself. Thus, payments for research and experiment 
carried on in the taxpayer's behalf under a contract with 
a research institute, university, foundation, engineering 
company, or identical contractor may similarly, at the 
taxpayer's election, be deducted currently or be amortized 
over a five-year period under Section 174(b). 

PHILIPPINES 


In the Philippines, under Section 30(h), NIRC, con- 
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tributions or gifts are deductible from gross income as 
long as they are actually paid or made within a taxable 
year to the following: 

i) The government of the Philippines or any port veal 


subdivision thereof for exlusively public purposes. Laas 


not sufficient that the contributions should be made to 

the government. The law provides that the donation or 
contribution be for exclusively public purposes. Thus, in 
Roxas) we. (Cour tof Tax Appeals, “++ the contributions made by 
the taxpayers to the Christmas Funds of the Pasay City 
Police, Pasay City Firemen, and Baguio City Police were 
held not deductible for the reason that the Christmas funds 
were not spent for public purposes but as Christmas gifts 
to the families of the members of the mentioned government 


agencies. 


ii) To a domestic corporation or association organized 
and operated exclusively for religiouspechar table, scien- 
tific, athletic, cultural or educational purposes or for 
the rehabilitation of veterans, or to societies for the pre- 
vention of cruelty to children or animals and no part of 


the net income of which inures to the benefit of any 


private stockholder or individual. In the Roxas case, the 
contributions to the Philippines Herald Fund by the taxpa- 


yer for Manila's neediest families were also disallowed 
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on the ground that the Philippines Herald is not a corpo- 
ration or an association contemplated under Section 30 (h), 
NIRC. The corporation mentioned in the Tax Code is one, no 
part of the net income of which inures to the benefit of any 
stockholder. Nevertheless, because the contributions were 
not made to the Philippines Herald but to a group~ of civic- 
spirited citizens organized by the Philippines Herald solely 
for charitable purposes, the Court ruled that this group 
falls within the definition of an association organized 
exclusively for charitable purposes and, therefore, the 
contribution was held deductible. 

The corporations which are recipients of the dona- 
tion or contribution must be domestic so that the contri- 
bution may be alloed as a deduction from gross income. 
Section 116 of Revenue Regulations No. 2 provides that 
"contributions will only be allowed as deduction when the 
taxpayer attaches to his return the receipt duly signed by 
the responsible officers of the corporations or associations 
to which the contributions or gifts have been paid or made. 
The Court of Tax Appeals, in Belen E. Ramirez v. Commis- 
sioner of Internal Revenue, *!4held that Section 116 of 
Revenue Regulations No. 2 requiring the presentation of 
receipts for charitable contribution is merely adopted 


"for the convenience and facility of the Bureau of Internal 
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Revenue, in varying income tax returns. This administra- 
tive requirement cannot deprive the taxpayer of his right 
to prove his contributions in accordance with the rules of 
evidence. Deduction of amountS contributed to charity is 
based on public policy, and provisions allowing deductions 
of charitable contributions should not be narrowly construed. " 

It should be emphasized that the allowable deduction 
for contributions should not exceed 6% of the taxable net 
income in the case of individuals and 3% with respect to 
corporations computed without deducting the contributions. 413 
This limitation, however, is not applicable under certain 
instances wherein contributions to specified entities are 
governed by special laws. “14 

CANADA 

ins Canada, Junder’Section® 27 4(1)(a), “ITA, the aggre- 
gate gifts made by a taxpayer in the year (and in the 
immediately preceeding year, to the extent of the amount 
thereof that was not deductible under the ITA in computing 
the taxable income of the taxpayer for that immediately 
preceeding year) to (i) registered Canadian charitable 
Organizations, (ii) housing corporations resident in Cana-— 
Gapeavered by Section 62° (1) (a); ITA, (iii) Canadian muni- 
Gipabicties; (iv) United Nations or agencies thereof, (v) 


universities outside Canada prescribed to be universities 
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the student body of which ordinarily includes students 
from Canada, and (a) charitable organizations outside 
Canada to which Her Majesty in right of Canada has made a 
gift during the taxpayer's taxation year or the 12 months 
immediately preceeding that taxation year, not exceeding 
10% of thet incomesof* the taxpayer for ithe year; “are 


deductible from income. 


Pyrsuant to said provision, a donation to the Salvation 


Army for specified beneficiaries was held to be deductible. *+° 


A gift to a foundation for the advancement of knowledge was 
also held to be deductible.416 However, fees paid by a 


taxpayer for the religious eduction of his children were 


held not peducei dey eee Where the donor's children enjoyed 


something in return for the gift given, no deduction was 


418 


allow ed. ASgi£t to anporganizgation foutside, Canada 


Was, cabLsoyyheldato be not deductible. 719 
Under Section 27(1)(a), the gift must be proven by 
filing receipts with the Minister. Nevertheless, it should 

be emphasized that the receipt for a charitable donation 


is not binding upon the Minister. 77° 


He may reject it and 
look into other evidence available to him, But, if the 

Minister is unable to prove otherwise, the receipt is valid 
for thes fui) amount. +22 


Charitable donations are not normally deductible as a 
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promotional expense. However, in the Olympia Floor and 
Mae Cie Co... oto. Case, —-* it was held that if it was 
shown that the donations were for the eee of increasing 
a company's sales, and did, in fact, increase them, an 
exception should be allowed. 

Wniderecectrone? i e( lL) (pb) TTA, Ltte to wher majesty. 

Bi eualoO slowed sac. “Geductions. In the Richardson case, 423 
it was held that improvement of a farm leased from the 
government is not a gift to the crown. 

Tnsaccordance weehSection. 27 (3)) LTA, aspesitdentsot 
Canada who commutes to his place of employment in the Uni- 
Bedyctates. 1ssablowed.a, Geduction for ,gifts to a religious, 
Ghanetable, scientific, -Literary or educational organiza- 
tion created under the laws of the United States to the 
extent allowed and in accordance with the provisions of 
Sect one] (lje(ad. 

Tex deyeusameay, (by ection 1a) (j) peliAn deducteirn 
computing income for a taxation year such expenditures on 
scientific research as they are permitted by Sections 72 and 
orga, WSéetiion!/2\ permits the ‘deduction of scientific 
expenditures of a current nature made in Canada in the year 
Oni designated fornsof scientific research. The amounts 
are deductible only if the taxpayer carried on business in 


Ganeda ine the year of expenditure/- Moreover, the deduc- 
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tion must be made in the year in which the expenditure is 
made, Scientific research is defined by Part IXX of the 
Income Tax Regulations and by Section 72(2). The Minister 
of National Revenue may obtain the advice of the National 
Research Council, the Defence Research Board or any other 
agency or department of the Government of Canada carrying 
on activities in the field of scientific research as to 
whether any particular activity is scientific research. +24 
Deductible expenditures include the following: (a) 
expenditures on scientific research related to the business 
and directly undertaken by or on behalf of the taxpayer; 
(b) payments to an approved association that undertakes 
scientific research related to the class of business carried 
on by the taxpayer; (c) payments to an approved university, 
college, research institute, or other similar institution 
to.be used for scientific research related to the taxpayers 
class of business; (d) payments made in Canada to a corpo- 
ration constituted exclusively for the purpose of carrying 
On or promoting scientific research and qualified for tax 
exemption by Section 62(1) (gc) of the Act; and, (e) payments 
to a corporation resident in Canada for scientific research 
related to the business of the taxpayer. 7” 
Furthermore, qualified taxpayers may deduct an amount 


equal to the lesser of (a) capital expenditures made;in the 
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taxation year ending after 1958 on scientific research re- 
lating to the taxpayer's business and directly undertaken 
by or on behalf of the taxpayer, or (b) the undepreciated 
Gepited cost to the taxpayer of property acquired for 
scientific research (other than land) as of the end of 
the taxation year. 26 
igaguosses 
FRANCE 

In France, with respect to ordinary losses, it is 

necessary for the same to be deductible, that the losses 


427 


be definitive and not merely probable. It must also, be 


an actual loss rather than just an expenditure to acquire 
an nee: If insurance is obtained or the loss is 
Charged to a reserve, only the excess of the loss over the 
insurance recovery or reserve charge is deductible. 429 
Thus, losses due to theft, embezzlement, fire, flood 
or other casualties are deductible. However, the losses 
should relate to inventory and other items held for sale 
in the normal course of trading. 
Capital losses are also classified as either short- 
term or long-term losses. Capital losses can not be 
deducted from ordinary gains or profits. Short-term capital 


losses are deductible only from short-term capital gains. 


In like manner, long-term capital losses can only be deduc- 
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ted from long-term capital gains. The rules for deter- 
mining whether a capital gain is long-term or short-term 
apply with respect to long-term or short-term capital 
losses. 720 

Most of the rules obtaining in the United States re- 
garding tax avoidance by utilizing the principles pertai- 
ning to the deductibility of losses have not yet been 
adopted in France. 

UNITED STATES 

In the United States, Section 165(a), IRC, provides 
for the deduction of "any loss sustained during the taxable 
year and not compensated for by insurance or otherwise." 

Sectim 165(a) applies only with respect to uncom- 
pensated losses. If a loss is compensated for by insurance 
or otherwise, it is, to the extent of such compensation, 
BoLEccductibles se IneUnited, States v. S.S. White Dental 
Mig. Co., #31 the taxpayer had a claim for reimbursement 
with respect to which there was a reasonable prospect of 
recovery. Thewase held that. theslossecouldinot be deducted 
until the claim was settled or denied. In accordance with 
Section 1.165-1(d) of the Regulations, if the taxpayer's 
right of reimbursement is doubtful, the taxpayer may deduct 
premlosseine the: year in which 1t was incurred... If reim- 


bursement is received in a subsequent year, the amount 
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thereof is tncludible in income in the subsequent year. 

The loss must relate to existing assets, and not to 
anticipated income or expected profits unless previously 
included in the taxpayer's income. Thus, no deduction is 
allowed for the loss of future salary upon the cancellation 
of an employment contract, the loss of future rents upon 
the cancellation of a lease, or the failure to realize 
anticipated bond interest by reason of the debtor's 
daeraiee 2° 

The loss must be a loss of the taxpayer who claims 
the deduction, not that of another taxpayer. 

Thee term “loss# rerers; "of course, to the taxpayers 
bavlure or Ynability’ on a Sale or ”"other ‘disposition of 
preperty to recover his*full adjusted basis for the’ proper-— 
Eye which is normally hisvcost* less’prior depreciation. “23 
The amount of the loss is simply the excess of the taxpa- 
yer's adjusted basis for the property over the amount 
realized on the sale or other disposition. 734 

insthe+ case of "réal property, inv’addition towva* loss 
deduction on the sale of the property, an allowable loss 


may also be acquired if (1) the property becomes worthless 


during the taxable year, and (2) the taxpayer takes some 


435 


action which constitutes an "abandonment" of the property. 


In determining whether worthlessness has occurred 
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3o0 
during the taxation year, the courts have, generally, 
shown a tendency to accept the taxpayer's appraisal of the 
property as worthless, unless it clearly appears that the 
property, Or some portion of it, has a continuing and sub- 
stantial maluesans 

As to whether there is an overt act of abandonment, 
"the courts generally insist upon the presence of an iden- 
tifiable event indicating a complete termination of the 
taxpayer's interest in the property. "436A Thus, an aban- 
donment was found where taxpayers voluntarily conveyed 
their property to the local taxing authority or to the 
mortgagee, where : taxpayer refused to pay further property 
taxes or to meet further expenses of the property, such 
as insurance costs, and, where a landlord compelled his 
tenants to vacate leased premises by notifying them that 
fhe building would be closed. °°® 
Intangibles, such as trademarks and subscription lists, 
may also be "abandoned." Expenditures which must be 
Capitalized, such as certain corporate organizational 
costs, are considered to be abandoned. and, hence, deduc-— 
tible when the business is terminated. 437 
With respect to corporate taxpayers, losses sustained 


during the taxable year are deductible under Section 165(a). 


Since every corporate enterprise is presumed to be carrying 
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on a business for profit, the corporate taxpayer may deduct 


any loss which is uncompensated and which can be shown 
actually to have been suffered in the year for which the 
deduction is claimed, “38 

As to an individual engaged in trade or business, a 
loss arising in the trade or business is’ deductible under 
Section 165 (c) (1). Once the trade or business requirement 
is satisfied, the issues are the same as those pertaining 
to a corporate taxpayer, that is, whether the loss is 
uncompensated, its amount, and the year in which it was 
sustained.739 ‘The scope of the term "trade or business" 
is the same as it is under Section 962(a), relating to the 
deduction of ordinary business expenses. 

Losses sustained as a result of physical damage to 
business property are deductible from gross income in 
accordance wwith Section 165(a), as previously discussed. 
Hence, in the case of non-business property, the deduction 
Memtbimetecdeto losses resulting from fire, storm, ship= 
wreck, or other casualty, or from theft. Where business 
property is concerned, however, the damage need not be 
traceable to one of these specific events. The technical 
definition of a “easualty, " which has occasioned difficulty 
in connection with damage to non-business assets, is, 


therefore, largely unimportant in relation to business 
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Regarding the amount of deductible loss, the Regula- 
tions follow the same rules applied to property held for 
personal use, except that if business property having an 
adjusted basis in excess of its market value is totally 
destroyed, the loss is the amount of the adjuw ted basis 
rather than the lower value, “40 

Section 267, IRC, provides that no deduction shall be 
allowed for losses from sales or exchanges of property 
(other than distributions in corporate liquidatu&ons) be- 
tween persons within the relationship as follows: l. 
Members of a family, such family membership being restric- 
ted to the taxpayer's brothers and sisters (whether by the 
whole or half blood), spouse, ancestors, and lineal des- 
cendants. 2) An individual and a corporation more than 50% 
in value of the outstanding stock of which is owned, di- 
Eectly or indirectly, by or for such individual, 3) Two 
corporations, of which the same individual owns more than 
50% if one corporation is a personal holding company. 4) 
A grantor and a fiduciary of the same trust. 5)A fidu- 
ciary of a trust and a fiduciary of another trust, if the 
same person is the grantor of both trusts. 6) A Fiduciary 
and a beneficiary of the same trust. 7) A fiduciary of a 


trust and a corporation of which the trust or a grantor 
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Smecie trust Owns more that 50%. 8) A person (an individual 
or an entity) and a tax-exempt organization (a charitable 
or an, educational organization) controlled by such person, 
Simonetta sucheperson 1S an Meer A ae the members of his 
family as defined Tel cene leahoves 

For the purpose of-determining in items, 2, 3, and 8 
whether ran gindividual owns’ more than 50% of the stock of 
a corporation, certain stock attribution on “constructive 


neAD Stock owned by a 


ownership" rules are applicable. 
Poeporati om, partnership, estate or trust is considered to 
be owned proportionately by its shareholders, partners, or 
beneficiaries, stock owned by at poet i is considered to 
be owned by another partner, provided that the latter also 
Owns’ stockvin “the “corporation; and stock owned by the men-— 
bers of an individual's family is deemed to be owned by the 
individual. 74? 
The disallowance of loss occurs automatically under 
pection 267" “le"is eran whether a transaction be- 
tween related taxpayers was bona fide in that it would : have 
taken place Without regard to tax consequences, or whe'ther 
the consideration received by the seller was equal to, 
Orreven ain excess of, “the fair market value of the property 


Bola Mae 


Although the Section was possibly enacted with 
Bales GL corporate securities principally in view, it is 


Eppiicabie to the Sale of any property and is not Limited 
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to. securities transactions. 444 


Loss is disallowed under Section 267 on a sale of 
property,’ whether direct or indinect, between related tax= 
payers. In McWilliams v. Commissioner, “° the Supreme 
Court denied a loss deduction where a husband and wife 
bought and sold the same securities through a stock ex- 
change at approximately the same price. The Court found 
that Section 267 was applicable even though the securi- 
ties were sold to and purchased from independent unknown 
parties through the anonymous medium of the exchange. 

Whether a "sale or exchange" has actually occurred 
within the meaning of the Section has also caused diffi- 


culty in some cases. In one decision, *4° 


the taxpayer's 
MEaperly "was sOlcdupy= local officialsratpublie auction tor 
delinquent taxes. It was purchased by a representative 
of the taxpayer who then conveyed the property to a cor- 
poration controlled:by the taxpayer. Loss was allowed. 
Since the property was sold by the Government and the sale 
was involuntary on the part of the taxpayer. There was 
no indirect sale between the taxpayer and the purchasing 
corporation wherein the taxpayer owned more than 50%. 

Where “a corporation is organized to acquire the assets 


Of an existing partnership, the stock of the corporation 


pernigeneta by the partners, any” loss incurred ‘in “the “trans-— 
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action is disallowed. This is the rule despite the view 


that, since a partnership, for some purposes, is treated as 
an entity separate from the individual partners, such loss 
should be regarded as loss of the partnership and not of 
the, partners. 

Section 267 does not affect the recognition of gains on 
sales between related taxpayers, even though disallowed 
losses are sustained in the same transaction. If both gains 
and losses are realized on the simultaneous sale of seve- 
ral properties, the gains and losses are separated. The 
gains are recognized, but the losses are disallowed. 448 

The buyer's basis for property acquired from a related 
seller is his cost and not the seller's basis. The result 
of this is to deny the buyer, in effect, the opportunity 
to, ceductyon arkater=salesof Ghe property ata loss. 449 
However, Section 267 (d) provides that if the buyer subse- 
quently resells the property at a gain, the gain is recog- 
nized only to the extent that it exceeds the amount of the 
loss not previously allowed to the original seller. 

Even where the transaction is technically outside the 
scope of Section 267, a loss may be disallowed if a trans- 
ac bioneis not bona; fideareineHiggins vi: Smith, °° an indi- 


vidual sold securities at a loss to his wholly owned 


Corporation. Although the transaction took place prior to 
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the enactment of the forerunner of Section 267, the Court 
denied the taxpayer a deduction on the ground that no 
loss had been "Sustained" within the meaning of a section 
corresponding to the Section 165 due to the taxpayer'"s 
continued control of the securities through his stock ow- 
nership in the corporation. 

Depending on the particular facts, a loss may be 
allowed on a transaction involving "unrelated" parties 
even though the same ultimate objective, if achieved by an 
alternate course, would have resulted in disallowance. 751 
Thus, a loss was allowed in one instance where the taxpayer 
sold securities to his brother's son -in-law. Here, it 
was established that the taxpayer's brother gave his 
daughter the funds used for the purchase. “> 

Section 1091, IRC, provides for the disallowance of 
any loss incurred on a sale of stock or securities where, 
within a period beginning 30 days before and ending 30 days 
Sueerethe Cate of the sale, the vtaxpayerrr epurchases, sor 
enters into a contract. or option to repurchase, substan-— 
tially identical stock or securities. Under the mentioned 
circumstances, the taxpayer's original investment is deemed 
to continue without interruption, or at least without ma- 


té6érial interruption, and, hence, the loss purportedly sus- 


tained is regarded as resulting from a "wash sale" and 
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is not recognized by the Code.3°93 Section 1091 is consi- 
dered as an "exclusive" provision, so that if a bona fide 
sale and repurchase take place outside the 61 day statutory 
period, any loss incurred on the sale will be deductible 
under Section Ways 
Under Section 1091(d), the repurchased stock or se- 
curities obtain a basis equal to the basis of the property 
sold, so that the loss deduction is postponed and not per- 
manently disallowed. Likewise, the holding period of 
the property sold is added to the holding period of the 
repurchase stock or securities to determine whether any 
Capital gain or loss subsequently realized is long-term or 
short-term. *°° 
As to what constitutes “substantially identical” stock 
or securities, it has deen held that an approximation to 
identity, and not mere similarity, is required by the 
Pee rons: A non-voting common stock is not substantially 
identical with voting common stock of the same corpora- 
tion.4°/ Nevertheless, substantial identity has been found 
between Series A and Series B debentures of the same company 
where both series and the same maturity date and interest 
rates, the only differences being the dates of issuance 
458 


and the amounts to be redeemed annually. 


Finally, Section 1091 disallows only losses and not 
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gains. Hence, a taxpayer who has realized capital losses 
in excess of capital: gains is free to carryout a wash sale 
of stock or securities at a gain which will be offset by 
the losses, and thereby secure an increase in the basis 

Of the wash sale stock to current values. >” 

In the United States, as in France, capital losses are 
either short-or long-term. 

Under Section 1222 (6), if the assets were held for 
more than six months, the capital loss is long-term. If 
the assets were held for six months or less, the capital 
loss is short-term. 

Section 1211, IRC, prescribes the limitations on the 
Allowance, OL Capita losses. 

With respect to individuals, capital losses in excess 
Orecapitalsgains, are only "allowed" to offset up POs ol GOD 
of ordinary income. In accordance with Section 12127, 1KC, 
the losses not utilized in any one year may be carried 
forward, for five years as a short-term capital loss, by 
applying the same against capital gains in each of those 
years. After the capital gains are exhausted, the balance 
of the short-term capital losses can be applied against 
$1,000 of ordinary income. There_ is no percentage limi- 
tation on the amount of a capital loss which may enter into 


the computation of taxable income, despite the elimination 
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of 50% of long-term gains through the special deduction. 460 


However, as stated above, capital losses must first offset 
Capital gains, taking the gains into account at 100% before 
cEheyacannoftfset ordinary income. 461 

In the case of corporations, capital losses are 
allowed only to the extent of capital gains, with a five- 


year carry-over of the excess losses. 762 


Hence, the oppor- 
tunity to offset $1,000 of ordinary income for the taxable 
year and each of the five succeeding years is not available 
tOrCorporations. 

Section 165(g) (1), IRC, provides that, if a corporate 
security which is a capital asset becomes worthless during 
the taxable year, the loss will be treated as if it had 
arisen from the sale or exchange of a capital asset on the 
Yast day of the taxable year. The loss is thus’ restricted 
Covorfeset ting tcapital gainsyplus $l, 000 or ordinary income 
over a six-year period. The term "security" means bonds, 
debentures, and other evidence of indebtedness issued by 
a corporation or a governmental unit with interest coupons 
or in registered form, as well as corporate stock. 763 The 
treatment of worthless securities is generally equivalent 
to the treatment of non-business bad debts except that, 


in the case of worthless securities, the capital loss will 


almost always be long-term. 
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As in the case of bad debts, the problem of estab- 


lishing the year in which a security becomes worthless 
frequently causes difficulty. It has been judicially de- 
clared that the year in which the security becomes worth- 
less is not fixed by a subjective test turning on the 
reasonableness of the taxpayer's opinion as to worthlessness. 
It-is determined by a practical approach under which all 
pertinent facts and circumstances are considered, regardless 
of their subjective or objective nature. #64 
PHLE EPP INES 

in’ the Philippines, under’ Section 30(d),°NIRC, the 
requisites for deductibility of losses are: 1) the losses 
must be actually sustained during the taxable year; and, 
2)the losses must not be compensated for by insurance or 
otherwise. 

HOcs asedeductible only Wnewthestaxablesyearmiteis 
actually sustained. However, if it is compensable by 
insurance or otherwise, deduction for the loss suffered is 
postponed to a subsequent year, which, to be precise, is 
that year in which it appears that no compensation at all 
@an be nad, or that® there’ is a*remaining’ or: net loss. 765 

On the other hand, the rule is that loss deduction 


will be denied if there is a measurable right to compensa- 


tion for the loss with ultimate collection reasonably 
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clear. So where there is reasonable ground for reimburse- 
ment, the taxpayer must seek his redress and may not se- 
cure a loss deduction until he establishes that no recovery 
may be had. In other words, the taxpayer must exhaust his 
remedies first to reduce his loss. #66 

The burden of proving the losses is upon the taxpayer. 
The deduction for losses is confined to persons sustaining 
them. They are personal to them and not transferable. 

Losses must be evidenced by closed, and completed 
transact.ons. 

The rules regarding the foregoing aspects are similar 
to those in the United States. 

The kinds of losses deductible are: 1) losses in- 
curred in trade or business; 2) losses in any transaction 
entered into for profit, though not connected with trade or 
business; and, (3) losses of property arising from fire, 
storms, shipwreck, or other casualty, or from robbery, 
theft or embezzlement. ©’ 

Losses which are deductible with certain limitations 
gke oSecOLLOWS: §.a.1;Wageningstransactionss— to .the extent of 
PiesOaluceanisingsrrom such transactions. sb. Capital losses 
- to the extent of capital gains only. This will be dis- 


cussed later. c. Losses from wash sales. Tassie Wis eee SO 


be considered later. 
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Losses from illegal transactions are not deductible. 768 
The question whether the amount of 25,000 confiscated ina 
foreignecountry by customstauthorities for violation of 
theirpfiiseal, regulations*could be \deducted: by a Filipino 
taxpayer on his income tax return, in accordance with 
Section 30(d), NIRC, was submitted before the Bureau of 
Internal Revenue for decision. The Bureau ruled that, 
since the loss did not qualify under casualty losses and 
no proof was adduced to show that it was a loss in a trans- 
action entered into for profit, it was held that loss sus- 
tained in violation of foreign customs laws could not be 
deducted from income. 76? 

Losses from sales or exchange of property between: 
(1) members of a family, (2) an individual and a corpora- 
tion, more than 50% in value of the outstanding stock is 
owned by the individual, (3) two corporations more than 
50%0f the value of the outstanding stock of each is owned by 
the same individual if either one of such corporations with 
respect to the taxable year preceeding the sale or exchange 
was a personal holding company (4) a grantor and a fidu- 
G@eatveor sony, Erust,~; (>) apfiductearycot ca jtrusteandtiiduciary 
of another trust if the grantor of each trust is the same 
person, (6) between a fiduciary of a trust and a benefi- 


Ciary of another trust, and (7) losses from operating a 
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farm for recreation or pleasure, are also not deductible. */9 
The regulations and jurisprudence on the matter are similar 
to those in the United States. 

Furthermore, under Section?;35(c), NIRC, the gain” or 
loss from a corporate merger or consolidation is not recog- 
nized as against the absorbed corporation or as against its 
stockholders and security-holders. Theprovisim assumes the 
presence of transactions where the gain or loss, if any, 
should not be recognized for income tax purposes, because 
they merely involve a modification of the form of interest 
of the taxpayer or because they affect nothing more than 
the form of the same business. 

Moreover, Section 33(a), NIRC, prohibits the deduction 
by an individual, other than a dealer in securities with 
respect to a transaction made in the ordinary course of the 
business of sith dealer, of a loss sustained by him from 
any sale or other disposition of shares of stock or secu- 
rities, where it appears that within a period beginning 30 
days before the date of such sale or disposition and ending 
30 days after such date the taxpayer has acquired or has 
entered into a contract or option so to acquire substan- 
tiatiyeidentical Stock Or securities. The quoted provision 
is identical to that found in the United States involving 


the same question. 
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With respect to capital losses, if a capital loss is 
sustained, such loss is not deductible from the taxpayer's 
ethenninecomerbut may be offset only against sany capital 
gain he has realtnedse ie If the amount of the net capital 
loss for a taxable year is larger than the capital gain, 
then a taxpayer other than a corporation may carry over the 
loss to the succeeding taxable year in an amount not in 
excess of the net income for such year, and offset the 
said capital loss against the capital gain of the succeeding 
year. 

However, the rule in the United States, allowing in- 
dividuals to deduct capital losses from ordinary gains 
after exhausting capital gains does not exist in the Phi- 
Sieprnea. Biorcover, i1netherPhilippines, thevcarny over 
privilege is applicable only to individuals and only up 
to the next taxable year. 

CANADA 

TmeGanadayeSection 27. (1) (e);, allows the deductionsof 
ordinary business losses. 

Losses to be deductible must be those arising from 
business. Thus, the loss sustained when a Canadian sub- 
sidiary repaid a loan from a U.S. parent company was held 
deductible because the debtwas a result of trading ope- 


472 


rations. The losses of a company in the business of 
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buying and selling securities were also held to be deduc- 


tible even if the company was a trust company in name, 

; 473 : : : 
EHIOucHyNOtPiInGiact. Likewise, a loss sustained by a 
mining stock underwriting company on a negotiable note 
since the underwriting company was in the securities busi- 
474 
ness was held to be deductible. 

In the Solloway Case,*/5 it was held that a canpany 
liable to taxation on all profits realized from ventures 
entered into as part of its business, may deduct any losses 


mneurredein connection withe the: same venturesoftrom the 


company's profits from any other source. 


However; ein sHighwoodsSarceesOlls Ltda v. M.N.R., 7/6 


a Gompany in the business of oil exploration invested in 
shares of another oil exploration company and thereby suf- 
fered a loss. The loss was held not to be deductible 
because the taxpayer was not in the business of buying and 
selling oil shares. 

Where a business suffers a loss by fire or theft the 
normal procedure is to claim such loss as an ordinary 


477 


expense of doing business. This procedure may be fol- 


lowed in losses by theft whether the loss is occasioned 


478 The 


by an outside thief or by an employee's theft. 
rulings of the Department on this questions vary with the 
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Department is inclined to question it as a routine cost 
eftdoing business. 479 If the articles or cash stolen or 
destroyed belong to the capital equipment of the business, 
such as office equipment and cash raised for capital pur- 
poses, the Department considers the replacement expense as 
a capital loss and therefore does not allow it as dedwtible 
480 
expense of the business. On the other hand, losses by 
fire or theft of inventory or cash collected in the day's 
business representing proceeds of sales are considered deduc- 
tible losses incurred in the ordinary course of doing busi- 
481 
ness. 
A personal loss as distinguished from a business loss 


482 losses 


1s not deductible. Thus, in the Orban Case, 
through loans to friends by a taxpayer who was not a pro- 
fessional moneylender were held non-deductible. 

It should be noted that if a company stops operations 
for a year and resumes business under the control of diffe- 
rent persons, no deduction of previous losses is allowed. 

In Canada, since capital gains are not taxable, capi- 
tal losses are also not deductible. In the Northern Sales 
Ltd. eaeeee a company suffered a foreign exchange loss 
in repaying a long-term loan from an affiliated U.S. com- 


pany. The loss'was held to be a non-deductible capital 


loss. However, its foreign exchange loss in that same year 
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from its day-to-day trading in the world market was con- 
sidered a deductible expense. It must be mentioned that 
die Securities are held so long that the law woudd regard 
them as having become investments, a loss on the sale of 
the same would be a non-deductible capital loss, 484 

It should be emphasized that there is a pending propo- 
sal before the Canadian Parliament with respect to the de- 
dust i bitityoor, capital losses.*85 ‘The PLroOposalaas sy Of 
course, dependent upon the approval of the plan to bring 
into income one-half of the capital gains in every taxable 
year. “86 The recommendation is that one-half of the capi- 
tal losses should also be taken into account and be deduc-— 
tible without limit from the taxable half of the capital 


gains realized in the same year. #87 


If in the year, the 
deductible capital losses exceed taxable capital gains, an 
additional $1,000 of deductible losses should be deductible 
from other income. 488 
In connection with closely-held corporations, if one- 
hlalf of the gains on the sale of shares are taxed, the re- 
commendation is to allow the deduction of one-half of the 


losses. 489 


G.+ Depletion 


FRANCE 


In France, there are two types of depletion allo- 
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wances. They are the cost depletion allowance and the 


percentage depletion allowance. 


With respect to cost depletion, it has very limited 
application because a landowner has no effective way to 
exercise his property right over subsurface minerals, since 
all power of disposition over those minerals is vested in 
the government. No mine may be exploited except under a 
concession granted by the government and approved by the 


490 


@eunecry) of State. RGeinm! exploLtingeasmineral@oreorl 


deposit generally owns no interest in the deposit whose 

1 i" 7 ol 7 

Gectee rl, may*deplete: The rules on cost depletion, 
thus, apply only to surface deposits explaitedas quarries, 


and pits and peat Bogs. 64 


For said surface deposits, an 
annual depletion deduction based on cost is permitted. As 
a rule, “the cost dpletion allowance must reflect’ the dec-— 
line in the mineral quantity suffered by the deposit as a 


consequence of exploitation. "49 


Normally, "the amount 

of the annual deduction is calculated on the basis of ton- 

nage extracted during the year. "494 Moreover once "the 

cost of the deposit has been recovered, no further deple- 

, . 1495 

tion allowance is available. 
The percentage depletion system in France was modelled 


after that of the United States and was adopted in 1953. 


Only enterprises actually engaging in (1) exploration 
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TOG, POL ProouUction of, Ol! and’ gas, Or (2) extraction of one 


of the solid minerals listed... are entitled to the percen- 
tage depeletion allowance, "496 

In connection with the computation of the annual per- 
centage depletion allowance, oil or gas producers, at their 
option, "may deduct from taxable income a depletion allowance 
which may not exceed the higher of (1) 27.5% of the sales of 
merchantable products extracted from thelr wells °.. or 
(2) 50% of the net income before depletion, derived from 
Bepeauccion. (CGl Art. 39 ter), "497 In case of solid minerals, 
the first limitation is reduced to 15% of sales. 98 

It should be underscored that only operations yielding 
income taxable in France are taken into account in calcu- 
Pac tngecnie, imitations OL 27.5% 0 57, of “sales "and 50% 
of net income.*92 The reason for this is that French cor- 
porations, as already explained, are, generally, not subject 
to corporate income tax on income derived from a permanent 
establishment outside France. 

UNITED STATES 

As in France, in the United States, the annual dep- 
letion allowance is intended to compensate the taxpayer 
for the exhaustion of the mineral contents of his proper- 


ty. The allowance is either a cost ‘allowance ora per- 


centage allowance. 
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The cost depletion allowance pursuant to Section 61(a), 
IRC, is designed to apportion the taxpayer's cost basis over 
the estimated life of the mineral deposit in proportion to 
the number of units of minerals sold during the taxable 
year. In accordance with Section 612, IRC, the basis of 
the property for cost depletion purposes, determined under 
Section 1011, is the same as its basis for determining gain 
on a sale of the property, normally the taxpayer's actual 
cost. This figure is first divided by the number of units 
of the mineral remaining at the beginning of the taxable 
year, such as tons of ore or barrels of oil, estimated in 
accordance with methods current in the industry. 2090 The 
resulting basis per unit is then multiplied by the number 
of units sold during the taxable year in order to obtain 
the depletion deduction for the year, 201 

Under Section 613, IRC, the percentage depletion may 
be taken as an alternative to cost depletion with respect 
tovany mineral, including o11 and gas. Since the annual 
depletion allowance may not in any event be less than it 
would be if computed under cost depletion, the taxpayer 
must annually compute depletion under both methods and 
deduct the larger figure. 

The annual deduction based on percentage depletion 


is computed at a flat percentage of the "gross income” 
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derived from the mineral property. In case the extracted 

crude mineral product is processed by the taxpayer prior 

to sale, "gross income" for percentage depletion purposes 

is generally calculated by multiplying the quantity of the 

enude,produet by, the market sprice ‘form the: crude product. 07 
The annual deduction under the percentage depletion 

system is limited to a maximum of 50% of the "taxable in- 

come" from the property. 293 Taxable income is computed 

by deducting from gross income all allowable expenses, other 

than depletion, which are properly allocable to the proper- 


elle Intangible drilling costs which the taxpayer has 


ty 
elected to treat as current expensesare also deducted for 
: 505 ae Pe : ; 

this purpose. The bimstation Ipreciudes) the gousiseand gas 

taxpayer from deducting the full 27.5% of gross income for 

depletion as to any "property" on which applicable expenses 

are in excess of 45% of gross income. 20 
The IRC provisions, for elective aggregations of pro- 

perties for taxable income calculations in effect permit 

the taxpayer to obtain full percentage depletion as to his 

gross income from low net income properties by grouping 

S07 

them with high net income properties. 
The. tenm "property", as defined in Section 614 (a), 


iG. Means .cach separate interest) owned in each mineral 


deposit in each separate tract of land. However, aggrega- 
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tions are allowed according toa special rule for "“opera- 


"908 where is a special rule for 


ting mineral interests. 
"non-operating mineral interests, "209 

The statutory percentage depletion rates are provided 
Pema vec Pol ole (>) 7) Iteappliegs to Onl “and other 
solid minerals enumerated under Section 613 (b). 

PHILLIPPE INES 

In the Philippines, the depletion allowance is autho- 
rizea under section 30 (gq), NIRC. “The Cost of depletion 
alowance 1s not utilized in tle Philippines. Only the per- 
centage depletion allowance is used. To be entitled to 
Claim dpeletion allowance, the taxpayer must have an eco- 
nomic interest in the property..To acquire an economic in- 
terest, the taxpayer must have a Capital investment and 
nor a mere economic oe Depletion allowances 
are designed to permit tax-free recovery of capital in- 
vestments: > 

The basis of depletion allowances is the gross income 
from the mining property after deducting rentals and royal- 
ties. The total percentage depletion should not exceed 
50% OL the net income. +2 

The rates of depletion are 27 4%, 23% and 15% depen- 


: Sis 
ding on the kind of mineral mined. 
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CANADA 

In Canada, the authority for deducting allowances for 
dealeei Gna swroundein Sections ia())a(b)s) TA; eandieises distinct 
from the depreciation allowance under Section 11(1) (a), 
based on (capital cost. 

Section 11(1) (b) provides that "notwithstanding parag- 
obo we) tat and o(h)mO subsections) ef. sections )2;7 “the 
following amounts may be deducted in computing the income 
Gi ameanpayem. Lom a ptaxatlon i.carts.-— (Db), SUCH amounts ase an 
allowance in respect of an oil or gas well, mine or timber 
Pimttaet Gea, a5 0) Us albowed (othe, taxpayer, by Regulatien. ” 

While capital cost allowance under Section 11(1) (a) may 
be had for timber limits, and certain industrial mineral 
mines, the depletion allowance in accordance with Section 
(is)°(1) (5) for the mentioned items is not relatedsto capital 
cost. 

Unlike France and the United States, in Canada the 
depletion allowance cannot be computed on a percentage basis. 
Oe Taxes 

FRANCE 

In France, under Article 39-1-4°, CGI, it is provided 
that taxes levied on an enterprise in the course of a 
fiscal period are deductible from income for that period. 


Specifically, a business enterprise can deduct the 
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354 
following taxes: 1) employer's payroll tax; 2) apprentice- 


ship tax on employer's; 3) local business tax; 4) local 
tax on improved land; 5) certain registration taxes levied 
on movements of capital or transfers of property; 6) dif- 
ferential tax on automobiles; 7) special tax on luxury cars; 
Soj}ecax On employers - who fail to make certain required 
housing investments; OP s0cita) security Charges levied on 
employers; 10) to the extent that the tax credit is barred 
by one of the applicable restrictions, the value added tax 
borne by an enterprise on its purchases; 11) tax on ser- 
vices borne by a business enterprise on services rendered 
tOetc- and, 12) sales, excise, and indirect “taxes that a 
‘business may be required to pay in fe course of its ope- 
rations. +4 
The rules regarding taxes paid as an item of deduc- 
tion are as follows: "As a general rule, a tax otherwise 
deductible from business income may be deducted only if 
Bue payor as the person legally liable for the tax under 
PiewiacascCode., . A tax that a firm chooses to pay on behalt 
Seeceeh to patty trom whom it is due is generally not de-— 
ductible as a tax. Sych a tax may be deductible, however, 
Peete we in effect a supplement to a payment otherwise de- 
ductible. A firm that has borrowed money and agreed to 


assume the obligation of withholding tax on the interest 
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may deduct the amount of the tax from its business income, 


but as additional interest rather than tax proper. A firm 
that agrees to assume taxes normally due from the seller on 
the purchase of a capital asset may not deduct the taxes; 
these taxes are a supplement to a non-deductible capital 
expenditure. "215 

However, there are exceptions to thexrule of the de- 
ductibility of taxes. Taxes paid which are not deductible 
are the following: 1) the corporation or individual income 
Gass e2)ietne 60% taxsonsinventory; 3) the 3% tax on reva- 
luation reserves; 4) the 12% tax on distribution of reva- 
luation reserves; and, 5) the annual tax on passenger cars 
owned by corporations. >16 

France gives no credit against French taxes for foreign 
taxes paid. If unilateral relief from international double 
taxation is necessary, it is accomplished by exemption of 


517 WE oh Ry 


the income in question from French taxation. 
corporations are not taxed on income from business activity 
abroad... If d@ncome is taxable, in.france, the foreign, tax 

: ; Syke 
paid thereon is not creditable although deductible. 
Thestereign, tax deduction is availablesonly with, respect to 


taxes paid in countries having treaties with France on the 


matter. 
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UNITED: STATES 

In the United States, with the general exception of 
federal taxes, all taxes paid or accrued during the taxable 
year may be deducted from gross income. Section 164(a), 
IRC, allows the deduction of any expenditure, unless speci- 
fically excepted, which qualifies as a "tax". 

Almost all taxes imposed by state and local governments, 
such as property taxes, excise taxes, sales taxes, and 
income taxes, are deductible in computing taxable income 
for federal tax purposes. -19 

Section 164(b), IRC, prohibits the deduction as "taxes" 
of federal income taxes, federal import duties, federal 
import duties, federal excise and stamp taxes, and federal 
and state estate, inheritance, legacy, succession, and 
Gist taxes.» The fact that most federal taxes are not de- 
ductible as "taxes" under Section 164 does not, however, 
prevent the deduction of many federal tax items, when in- 
curred by a corporation or by an individual in the conduct 
of trade or business, as ordinary and necessary business 
expenses under Section 162(a). Consequently, federal 
import duties, federal stamp taxes, and federal excise of 
all kinds may be allowed as business expenses, or as part 
Sietiercost of goods Sold gif they are ancurred in connec— 


SyeAG) 


tion with the purchase or production of inventory. Like- 
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wise, although collected as an excise tax; ceeontriT bution 
by an employer under the social security program is fully 
deductible as a business expense.°7! Wo deduction is per- 
mitted for federal income taxes. 

To the extent that taxes may be deducted not as "taxes" 
but as business expenses, the limitations of Section 162 (a) 
are generally applicable. 

Under Section 1.164-3 of the Regulations, federal tax- 
es incurred in connection with capital expenditures, such 
as the acquisition of depreciable business assets, are ap-— 
parently required to be capitalized and may be recovered 
only through amortization over the life of the property 
acquired. The same restriction does not apply to deduc- 
Ei1ble statesand localetaxes: Hence, a state sales tax 
which is imposed directly upon the purchaser of certain 
goods may be deducted by the purchaser as a "tax," even 
though the asset purchased is a capital item. 72 

Income taxes paid to a foreign country may be deducted 
under Section 164, unless the taxpayer elects to credit 
such taxes against the United States income tax. Where 
foreign source income is subject to both foreign and United 
States income taxes, the general effect of the credit is 
to, treat the foreign taxes paid on this income as ‘part 


payment of the United States tax.223 The credit gives a 
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555 
full offset against United States tax for a dollar paid 


in foreign taxes. The credit is, therefore, more valuable 
than the deduction for foreign taxes allowed by Section 
164, since the deduction, in offsetting the foreign income 
tax dollar against gross income and not against tax, gives 
the foreign tax* a value to the taxpayer equal only to the 
United States marginal tax applicable to the gross income 


thus orrsetmes- Only foreign income taxes are eligible 


for the credit. 22° 


Taxpayers who incur other types of fo- 
reign taxes are restricted to the deduction under Section 
164.°2© ‘The foreign income tax credit or deduction is 
available only with respect to taxes paid in countries 
having treaties with the United States regarding the matter 
or on the basis of TeCIprocity. 
PHILIPPINES 

EPuaetine: Phd fippines, Section 30(c), NIRC, provades 
that all taxes paid or accrued during the taxable year are 
deductible except: (a) income tax; (b) income war profits, 
and excess profits taxes imposed by the authority of any 
foreign country (but deduction shall be allowed in case 
Ghegeaxpayeredoes mot signify in his ~eeturn hissdesare to 
have to any extent the benefits pertaining to credit for 


taxes of foreign countries); (c) estate, inheritance and 


gift taxes; and, (d) taxes assessed against local benefits 


Sees) 


of a kind tending to increase the value of the property 
assessed, 

The word "taxes" means tax proper and does not include 
fines and penalties incident to delinquency such as surcharge 
and compromise. >“! Taxes are deductible as such only by 
the person upon whom et oe imposed. Thus, the merchants' 
sales tax imposed by law upon sales is not deductible by 
the angehisnel eee even though the tax Pee bi lied 
to him as a separate item. °28 

Regarding foreign tax credits, as to resident aliens, 
they are only available with respect to taxes paid in 
countries allowing Filipino citizens residing in said coun- 
Te Vege a Sig lar privilege to credit. Astin. the UsS.4.9 ciii— 
zens and domestic corporations are entitled to credit even 
in the absence of a treaty or reciprocal arrangements re- 
garding the matter. 

CANADA 

In Canada, it is clear that Dominion income tax payments 
cannot be deducted in computing the taxpayer's income. 

Octner torms of taxes paid for the purpose of Garning 
income are deductible as a business expense. However, in 
York Gears Ltd. v. M.N.R.,°29 it was held that where 


municipal taxes were paid on surplus land not used ina 


business but held for business expansion they represented 
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expenditure On capitaljmaccount, seit jshouldsbesynoted that 
in this case expansion had been abandoned and the excess 
land sold. 

Unlike the Philippines and the United States, in 
Canada, under Section 41, ITA, taxes paid by an individual 
resident in Canada or a resident corporation carrying on 
business in a foreign couwtry are deductible but not cre- 
ditable in computing income. However, in Roenish v. MANER IO o 
where the income tax assumed the form of a personal obli- 
gation of the taxpayer, the income tax of another juris- 
diction was held not deductible. 

With respect to the deductibility of income taxes paid 
ineeroreign countries, unlike France, «in Canada, Tt US .aviat— 
lable even with respect to taxes paid in countries having 
foamtreacies, with Canadajon, the matter. 

Itu should be noted that there is now a proposal pen- 
ding before the Canadian parliament to make the Credit scot 
corporate tax applicable only to corporations incorporated 


in Canada after a five-year transitional period. °?1 
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IV. DEPRECIATION AND AMORTIZATION 
FRANCE 

In France, Article 39-1-2°, cGI, expressly allows 
the deduction of depreciation in the determination of 
actual net income from business. It also provides that 
depreciation claimed for tax purposes must coincide with 
book depreciation. 

As was explained earlier, capital expenditures which 
have as their counterpart the addition of a fixed asset 
EOSCHOCTIDee worth of the firm are not, as a rule, deductible. 
However, capital assets decline in value as the result of 
use, obsolescence, and the passage of time. The deprecia- 
tion deduction is "designed to take account of this decline 
ieveluic and tO permit the recovery, tax free, or Che cost 
involved in the utilization of the asset. 

In accordance with the 1959 tax reform the declining- 
balance system of depreciation must be used for deprecia- 
ting machinery and equipment. ” With respect to buildings, 
the straight-line depreciation system must be used.? There 
is, however, an exception. To “encourage investment in 
hotels, and as an incentive to the tourist industry, the 
declining-balance depreciation was made available for hotel 
buildings and hotel equipment. "4 


Let us first discuss the straight-line depreciation 


aa 


foisw eeaundibasqxe letiqso -,zetiase seine ti: 













| nornae tae 
: : re dbeek i ane © . 
ew< fi 5 yisz ped + Tod 6-1-0 a ie ons | ToL 
eo Sve < hae 7 


to: mits tinted ef ‘er? nk coligtee pk 


Hhé ocd aeqescue® stots sda ae 






5 - - ey _— “2 
fi3: coh .oflpt 6 @s \S6n Sie RItt sit Go dssow 
| i; 
© tfones eft 26 oulav mi saifceb etogae Isdig 
- 7 @ - _ 
tnesaqeb <7 .emit to speeéseq eddy Bas eons: cestode (oan 
. - ‘ : uz a 
at it » Shvoscos ods? oF bonpiesb" er noiveaben Beh 
- FS - i 
re . 7 oo ; Bi os ra) a (oa 
OD siz Oo ,§oeT%t Kes ,yaovoved eis J fied og = pi 7 1° 
on he ea 
“" toeas ote 26 nakeeees [ £: tu of kB vlovit 7 
-_ 
Ps os vst ee 
' r a D 4 
~.f ic ess 
oh F } = OU 
, mi steizued ers 
ot idelisve oben 
e 


ge Wed a * Ocaoaae 


‘ ; ‘ . = : 7 rey. : if Se 
noitsinexqeb anki-ddplatde pee Teal: 
7 a 7 
* : 


4 


3672 


system. Under this method, "a business taxpayer may deduct 
each year a constant percentage of the cost of acquisition 
of each depreciable asset that it owns."° The asset's 
anticipated useful life is the basis of the pewcentage in 
accordance with the usage of each industry or trade.© It 
is explained that depreciation "should be deducted at a 
constant rate, admittedly more or less approximate, so 

that at the end of the asset's anticipated life the firm 
will have recovered, free of tax, ther original costeor 


the Secctund 


(Underscoring supplied.) 

Under Article 39-1-2°, CGI, depreciation deductions 
deferred in a loss year are not lost but may be taken in 
later years, in which tle taxpayer shows a profit after 
deduction of normal depreciation for the year, and after 
deduction of loss carry-overs to which the taxpayer may be 

. 8 
entitled. 

With respect to profit years, some deferred deductions 
are also allowed. There are two variations possible, as 
follows: 

"First the depreciation deferred in a profit 
year may be less than the amount of income reported 
for that year; deduction of depreciation in that 
year would not convert the year from a profit year 
E@eastosseyears Inethis*case, =thetamount deferred 
may not be taken in addition to normal depreciation 
in later years during the anticipated useful life 


of the machinery. The amount deferred may be 
taken only after expiration of the normal deprecia- 
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tion period of the asset. 
"Second, the depreciation deferred in a 

profit year may be more than the amount of income 

r@orted for the year; deduction of depreciation 

rather than deferral in that year would convert the 

Veer from a profit year, or-years, in addition to 

normal depreciation for those years. The balance, 

that is, the amount of deferred depreciation equal 

to the profit reported for the deferral year, is 

deductible only after the expiration of the normal 

depreciation period. "9 

Next, we have the declining-balance system of dep- 
reciation. There are two steps under this method. It 
is explained thiswise: "First, a straight-line-depre- 
Cchation rate is determined for the asset by dividing the 
figure 100 by the number of years of anticipated use- 
Gul) wee me (CG leAnN sal be eArtoe O02 5wdl)ne a SeCond .4this mate is 
multiplied by a coefficient that varies with anticipated 
life. The coefficients are 1.5 for assets whose antici- 
pated life is five or six years, and 2 for assets whose 
anuicipated lite is five or six years, and 2.5 for, assets 
whose anticipated life is longer than six years (CGI Ann. 
ieeenot O25 —2) The result is wthesdeclining-balance 
rate, "10 

In a loss year, a taxpayer who defers depreciation may 
carry forward the amount of depreciation deferred and sub- 
PioetalGmitethicmtinst, year, OF years, (in which, his) profit, 


after deduction of the amount of depreciation normally 


applicable to that year, or years, is sufficient to absorb 
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the deferred amount. 
In a profit year, the deferral is explained in this 
manner : 


"First, the amount of depreciation that would 
have been deductible in that year under the straight- 
line depreciation method must be ascertained. The 
straight-line figure is the minimum that the tax- 
payer should deduct in any particular year; the a- 
mount is considered to be an expense of that year 
iio eo COenreciation taken inthe prot iti year 
in question is greater than this straight-line fi- 
Guee weet be Only result ic that the residual valine 
atetne endsor thet year 1s higher than 2 would 
otherwise have been. In subsequent years, the 
taxpayer merely applies the ordinary declining- 
balance rates to his residual value. In those 
years, he may also defer depreciation if he 
wishes, " 


In France, the problem of amortization pou be 
divided into.the amortization of, intangibles and. the amor- 
tization of shares in special companies. 

WHilierespect«topintangibles,  «theycostsof patent as 
usually deductible in equal annual amount's over its life- 
time. +3 By. cost is meant the expenses incurred for acqui- 
sition if the patent was purchased from a third party.!4 
Where the patent is developed by the taxpayer, in accor- 
@avcedweteee sbi 23 | Octoberw1931)) Nom18,.339,91f an unu- 
sual event, such as obsolescence of an invention due to 
technical progress, creates an abnormal decline in the 
worth of:the patent during its lifetime, a supplementary 


deduetion mayobe taken to reflect: the| reduced actual value 
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of the cost of its development. 


Another intangible is goodwill. The cost of acquiring 
business goodwill from a third party is ordinarily not 
depreciable. Nevertheless, if some abnormal occurrence 
causes "an effective and permanent decline in the value 
of goodwill, a deduction may be taken in recognition of 
the loss. "1? Thas*ineeC hweceUanUarye LOSCeNOMmanaha, a 
construction company was allowed deduction for the decline 
in the value of its goodwill after the permanent decline 
in sales and profits due to the slackening of business in 
formerly devastated areas. It should be noted that the 
criterion is the permanent decline in sales or profits. A 
mere temporary decline will not warrant a write down of 
goodwill. 

Trade-mark is regarded as an element of goodwill. 
Hence, the expenses in the acquisition of a trade-mark, 
PoemvollOttyeOL Which 1S)noOtM@imi tedden atime, 1s not 
deductible. In order that the cost of trademark may be 
considered deductible, it is necessary that the value of 
all elements constituting goodwill decreases. l® 

Regarding amortization of shares in special compan- 
ies, a 1958 ordinance designed to encourage research in 


France provided that "business enterprises acquiring 


shares or interests in entities, public or private, 
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engaged in research and approved for the purpose by the 


Minister of Finance and Economic Affairs Goula, sin’ ene 
year of investment, write down the investment by 50% and 
take a corresponding deduction from taxable income. 1? 
Another ordinance, in 1958, provided the same benefits with 
respect to the purchase jvof shares of certain approved com- 
panies engaged in housing construction.18 in adavuton, 
another ordinance gave business enterprises the choice to 
receive dividends taxfree from the housing construction 
companies in lieu of the 50% deduction. 19 

As~a result of ‘the common market,’ in 1959, an or- 
dinance was adopted to encourage the grouping of small 
firms in order to increase productivity and to lower pri- 
ces,” The participating firms "received an immediate 100% 
write-off, deductible from income, of the amount of their 
participation. 2° 

UNITEDYSTATES 

ireehieoeUn tea States, Section 167, IRC, *permits a 
taxpayer to deduct, as an ordinary business expense, a 
"reasonable allowance" for the exhaustion or obsolescence 
Om property uwsediin the trade or business, “or ..-"held 
for the production of income." 


The problems pertaining to depreciation deduction 


are: (1) the determination of whether the particular 
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asbebyis depreciable; (2) the determination:of the amount 
of the taxpayer's investment in the asset; and (3) the 
determination of the rate of depreciation. ~> The last prob- 
lem involves two subsidiary issues, namely, the determination 
of the asset's estimated useful life and its salvage value, 
and the determination of the method of apportioning the 
taxpayer's investment over the useful life. 7 

The deduction for depreciation is allowed only for 
property "used in the trade or business, or ... held for 
the production of income” in accordance with Section 167 
(a), IRC. In the case of tangible property, the allowance 
applies only to swh properties subject to exhaustion, 
wear and tear, and chaciverete,” Depreciation is not 
allowed for inventories or stock in trade. The allowance 
also does not apply to land, except for the improvements 
which may be added to it. 

Buildings, machinery and equipment, vehicles, office 
furniture, and other assets of a relatively permanent 
Hackure "are among § the principal Gypes)/of business property 
for which depreciation may be claimed. 27 Property devoted 
to personal use, such as a residence which the taxpayer 
eccupies himself,or an automobile used entirely for 
pleasure, is not depreciable. *° 


The depreciation deduction is allowed only to the 








iS.” Vale - pe x 
‘este oid Yo motisnteteteb ene (S$) fomes 





ee 
; ay 
oft (£) base ;togas- orld aL Joemeeys 

gute 


a - 
_ 7 . 7 
— ¢ Peoi me oe fh 
; (+ .vfewena .eeveet yxetbiadve ows esvldvn. ; 


: = _ 2 
- > - ane Z 
[ wivisa asi bose stbl tuto Bedamiszes & gs ones edt te 














> boddes eult to. netceatmusteb end 


» 
il Ipk%oss oft s98Vvo, Jnemteovnl, &' 261 


nokisicgsugeb xc 
: . 2 «ap4 
‘ : wf to ebs1t. odss. aL Beauv ye 
« - * « , — _ o 
LW ropps ak “smoont to, noiszoyhoig eae 
(dhpned 20, 9069. edd ot .Oat (a) 
viesegoug eldipns? to, ses ed OL. .28 s (87 


habe relrrse e td xc a7. fime, og zi nit esl lage 
=~ © 


.soneceatoedo boa ,159% 525-7eee 
J } ut Avege to eetuodaevnst. sot bewol 


. 
Pa 
a“ 
on, 
oy 
‘ial 
, 
, 

id 
‘iy 
i) 

~ 
2 
3 
= 


ivé 


kx | boa VIBOInoOBA «i apne biiv 


, etovpes wordo Bas asd 
= : 
: - a 
: | faqtoning.edtts, proms eis Ofte 


ay © ws . aren ames. apie Sa 
SD yo’ ox LSiLD.98G YEH TOLG6.99 tgeb doiudw 
: sage 


| So ee a 
‘63 offs dotdw eonehiast 6 €6 inge-. seu Lenor 0g 
- T ny, i. 


. 


= 7 
tkLine te olLidomoisue ne,20) tieum 
: = 7 
; CS o fete ke exged Jon ad 
aie 
: 7 
f f U B — ~ od 
aa of vino bewollae @.L nods oubeb, 1 obsad La 2 Xe - 5 ot 


| =f oe 
> _ 
7 i a eo 


368 


person or persons with a capital investment in the property. 
While a lessor of a building is normally entitled to de- 
preciation, a lessor who leases property under a lease 
requiring that the property is to be maintained by the 

lessee and that its equivalent value is to be returned to 
the lessor at the end of the lease is not entitled to de- 
preciation for the duration of the leacetcn Further, since 

a taxpayer, to be entitled to a deduction, must have made 

a capital investment, a lessee is not entitled to depre- 
ciation, except with respect to actual capital expenditures 


made by him during the lease. ?/ 


In this event, the period 
for depreciation is generally the life of the improvement 
made by the lessee or the remaining term of the lease, 
whichever is shorter. 78 
The total depreciation deductions allowed over the 
useful life of a depreciable asset may not exceed the ori- 
ginal cost of the asset less its estimated salvage value. 29 
tue@ontcinal CcCostmofL themassetsissrefernredetokasrits 
"basis". It is determined for deprecjation purposes in 
the same manner as it is for purposes of computing gain on 


¢, 30 


the sale or other disposition of the asse The basis of 


therassety opiginally,eitsnhistornic.cost; astsubsequently 
Bh 


adjuted to take into account depreciation deductions. 


Section 1.167 (b) - O(a) of the Regulations provides 
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that "any reasonable and consistently applied method of 
computing depreciation may be used or continued in use 
under Section 167". However, once a method of depreciation 
is adopted by the taxpayer with respect to a particular 
asset, it can be changed only with the consent of the Com- 
missioner, except that a change from the declining balance 
to the straight-line method is allowed without consent.°? 

Section 167 (b) permits, but does not limit the tax- 
payer to, the use of any of the following methods of 
depreciation . for taxable years ending after 31 December 
L953% (1) the straight-line method; (2) the double 
declining balance method; (3) the sum of the years-digits 
method; or (4) any other consistent method of depreciation. 

These methods, other than the straight-line method, 
are applicable only to tangible property having a useful 
life of three or more years. Further, they are applicable 
Guiby tot pLroperty. acquired) after 319 December i953) ithe 
original use of which commences with the taxpayer after 
Hiaedate ew andeto the construction, reconstruction,® on 
erection of property, by or for the taxpayer, which is 
completed after the date. 

Under the straight-line method, "the annual deprecia- 
tion allowance is computed by dividing the cost of the 


asset, less its estimated salvage value, by its estimated 
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useful life. "33 


Thescdec.Lining balance method is described as follows: 
"... a uniform rate of recovery is applied each year to 
the unrecovered cost of the property, without any reduction 
Eoresalvagesvaluc.. Section. 167,(b).(2) ,. IRC; provides that 
the declining balance rate May, besasemucheas, but wmeay not 
exceed, twice the rate computed under the straight-line 
method. Twice the straight-line rate is almost always 
used, except that a 150% declining balance rate is frequent- 
ly applied to used property to which the double declining 
balance method cannot be applied. Hence, the method is 
popularly referred to as the double declining balance 
method. Since the basis of the asset is always reduced by 
ByEOr depreciation deductions, the mate, is applied to a 
constantly declining basis. Ths. declining basis is equal 
to the unrecovered cost of the asset without reduction for 
estimated salvage. In the usual case, the declining ba- 
lance method leaves an undepreciated balance of some 10 
to 13% of original cost at the end of the asset's estimated 
useful life, which may be an unrealistically high salvage 
value. In order to avoid this unattractive aspect of the 
declining balance method, Section 167(3) permits a tax- 


payer to use the declining balance method during the first 


part of the asset's useful life and then, at any time, 
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Le 
change over to the straight-line method, even though this 
permits deductions in the latter part of the asset's life 
in excess of those which would be obtained under strict 
application of the declining balance method. The remaining 
cost (less estimated salvage) at the time of the change to 
the straight-line method is then recovered in equal annual 
amounts over the remaining useful life of the asset. "34 

The sum of the years-digits methods is described as 
follows: "... the annual allowance is computed by appiying 
asehangingpfraction to the cost of the asset less estimated 
salvage value. Thus, cost is constant, as under the straight- 
line method, but the rate varies. The rate for any one 
year is a fraction whose numerator is the remaining years 
of useful life (including the current year), and whose 
denominator is the sum of the numbers (digits) of the 
successive years of the asset's initial useful life. "3° 

Section 179, IRC, relating to the additional First- 
Year Depreciation method, was specifically designed to 
promote the development of small business. Under this 
Section, a taxpayer, other than a trust, may choose, with 
respect to Section 179 property to include as part of the 
"reasonable allowance” for depreciation permitted by 
Section) 167 (a), IRC, an add@tional, 20% of the cost of 


BuchupLoperty ©£or the first taxable year for which a de- 
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preciation deduction is allowable. Nevertheless, the 
additional depreciation is available only to the extent 
rear -equreqatercost of Sl0,000%per taxpayer, ore $20,000 
in the case of a joint husband and wife return. 2° 

"Section 179 property" means any depreciable tangible 
S haenen property, new or used, acquired by purchase after 
31 December L957, “and having” an estimated useful life of 


six years or more, ">/ 


If’property is acquirede oy ctraqing 
in old property and paying a cash difference, then although 


the basis of the newly acquired sproperty is the remaining 


Coctecie ie old property plus Che cashepaid;= ouly=the 


cash paid qualifies for the additional first-year allowance. 


In addition to the above discussed methods, Section 
167 (b) (4) permits a taxpayer to use any other reasonable 
and consistent method of depreciation, provided that the 
method used does not produce, having the first two thirds 
of che asset's useful life, accumulated allowances in ex- 
cess of those that would have resulted from the use of the 
declining balance method. 

Other permitted methods are: a) the 150% declining 
balance method, under which the declining balance method 
Perueseqc with the rate Limited to 150% of the “applicable 
Straignt laine rate: b) the unit-of-production method, par- 


biculabiy applicable with respect to assets used in the 
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exploitation of natural resources, under which the annual 
depreciation allowance is computed on the basis of units 
produced, irrespective of the lapse of time; and, c) the 
retirement method, used chiefly by railroads, under which, 
in lieu of an annual depreciation charge, a deduction is 
allowed for the cost (less net salvage proceeds) of assets 
when they are actually retired from use.°?? 
section 47, IRC, contains a "recapture" provision 
which adjusts the credit previously allowed on a property 
in cases where the actual useful life of the property proves 
to be shorter than the useful life originally estimated. 
The adjustment is made by increasing the taxpayer's tax 
liability for the year in which the property is sold, rather 
Eham bywincredsing  thettax (liabilityetoritheiscanl im whach 
the credit was first earned, 70 
If property is shifted from a business to a personal 
use, or is transferred for use outside the United States, 
before the end of its estimated useful life, the recapture 


41 However, the recapture 


provision will come into play. 
rule does not apply where property is transferred as a 
result of death, nor does it apply where property is trans- 
ieELecminmcentaineconporate ,OLganizaLions om. wother 


changes. in the form of doing business, as when a sole 


proprietor transfers his assets to his wholly-owned cor- 


rc 
a Sh 
¢. 
a * 
goit 
- 
te ed 
ep 
qi tvs 
< 
&f 
oe - 
{ 
“vr 
si) 
—F 


on 


a 


tédo ‘ise ineeiee [s ute 1s ‘te ccmeceal os 







: i. 


iiss yd. yiteids beau ot orftom tame tidox 


: _ - We 


‘ =. 


revise ton esel) “ta09 ond 16% aaa 
7 
. > 

ear met t He Te7ox Vv 

tepoed" & eaiesaod OAL 

7 
Pa) ‘ ners aT wer aha + 
2S Visioive . £ba 2 ene - 


inixo stil fuvtess e|erio.- 


ays 
guy 


2 oe taste [4 «2 
ew yISbBU ASUIDS Sti, & 







7 = 
pitesotont-yd ebam ef Joomseu(hs 
eu ee a al Pt - a 
od3 fiotdw at assey edd o2t yoits 
, us 
ttfidszl xed offo: patases 


: iy 


7 


futeen bsdamizes-e7I ico 5ne edt Sioise6 
: 7 . 
é 
1 a — - f rt 7 Ol a. - 
vawo -" .welq o2 emon Iliw noLelvog 
, 4 5 f pes 
* 4 7 vA - € qe ats 
yvieqgs 2 
Fats ates i SPIO 
,2eenraud P 
. 


yy 7 
ryt 
ae 





ain oF ejeees eke hae 
ae i 


374 


42 after a change in business form, however, the 


poration. 


recapture provision is applicable if the new business 
entity disposes of any of the property on which a credit 
was allowed before the end of its estimated useful life. 73 

Piasshouldsbe noted that, in. France, there is ino 
cee e meeu provision. 

In accordance with Section 167 (a), IRC, intangible 
assets having a limited useful life, such as patents and 
copyrights, also qualify for an allowance for depreciation. 
This is ae BO as@kamont 1 zatcacn as 

In the Associated Patentees, sine. Bee Enescosr 
of patents to the taxpayer was based on income received 
bywthe taxpayer from the patents each year. As the total 
cost could not be determind until the termination of the 
life of the patents, the taxpayer was allaed to write off 
fully, as depreciation, each year"s investment since that 
was the portion of the total cost of the patents which was 
attributable to the income earned from the patents in that 
year. 

Intangible assets of unlimited useful life are not 


45 Thelpecost —vs “Cake antosaccount for tax 


depreciable. 
purposes only when the asset is sold, or when it is aban- 


doned, as on the termination of the business in which the 


A 
asset is employed. ~ 
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The cost of acquiring goodwill is not recoverable 
through depreciation. The theory is that the goodwill con- 
tinues to be of value as long as the taxpayer remains in 
business. The cost of acquiring a license or permit of 
indefinite duration is also a non-depreciable intangible 
SSeeee Hence, in a case, where a taxpayer paid $8,000 
toranother licensee for a liquor license renewable annually 
at a fee of $750, the excess payment resulting from the 
limited number of licenses, the taxpayer was required to 
treat the excess as a capital expenditure which was not 
depreciable since, under local practice, the renewal pri- 
vilege would continue as long as the taxpayer desired to 
renew. 78 

Section 177, IRC, permits a taxpayer to elect de- 
ferred expense treatment for expenditures, such as legal 
and registration fees, incurred in the acquisition or 
defense of a trademark or tradename. If the election is 
made, the expenditures may be amortized over a period of 


49 Tt election is not made, the 


not less than 60 months. 
expenditures would apparently be treated as a non-depre- 
Ciable capital item owing to the indefinite useful life of 
the assets. 7° 


Unlike in France, there is no provision with respect 


to the amortization of the compnay shares in the United 
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States. 


PHILIPPINES 

Imcthe} Philippines, ‘Section’ 30.) (£).,, NIRC,.allows. a 
reasonable allowance for deterioration of property out of 
its not being used. When the allowance equals the capital 
invested by the taxpayer no further allowance is to be 
made. 

As in France and the United States, the necessity for 
depreciation allowance arises from the fact that certain 
properties used in business gradually approach a point 
where their usefulnees are exhausted. 

As in the United States the allowance does not apply 
Cominvemtomies, ongtoestockiinetrade,;mgiom to,landgapant 
from the improvements, or physical development added to it. 
It does not also apply to bodies of mineral which through 
the process of removal suffer depletion. In this regard, 
theerule in the United States is the same. 

There are certain basic conditions precedent to the 
allowance for depreciation. 

Firstly, there must be an acquisition by the taxpayer 
claiming depreciation reSulting in some financial and 
proprietary interest. The test is whether the claimant 
to depreciation is in such a position as to suffer an 


economic loss as the result of the decrease in value of the 
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property due to depreciation.°! ‘the basic essential to 


the right is direct ownership of the property. 
Secondly, depreciation need not arise from the use 
or employment of the property in the trade or business. >? 


It is enough if the property is used in the trade or 


business. -°- 


Thirdly, no depreciation will be allowed unless the 
asset has a limited and determinable existence. Although 
exhaustion may possibly be actually taking place, it must 
be susceptible of measurement.>* Liwls, Jergely etora chic 
reason that goodwill ordinarily is not considered a dep- 
reciable asset. 

The rules and regulations regarding the above-mentioned 
conditions were adopted from the United States. 

Depreciation is in every instance a question of fact 
and a matter of judgement. Whatever plan or method of 
apportionment is adopted must be reasonable. 

Unlike France and Canada, in the Philippines any plan 
of computing depreciation in accordance with any recognized 
trade or practice, provided it is reasonable and has 
due regard to operating conditions during the taxable year, 
is acceptable.” 

Where the useful life of the property will be longer 


or shorter than the useful life as originally estimated 
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under all the then known facts, the portion of the cost or 
other basis of the property not already provided for 
through depreciation allowance should be Spread over the 
remaining useful life of the property, as re-estimated in 
the light of subsequent facts, >© 

The fact that depreciation has not been taken in prior 
years does not entitle the taxpayer to deduct in any taxable 
year a greater amount for depreciation than would be 
allowable. >/ 

The depreciation of an asset beyond its acquisition cost 
is not allowed. In Basilan Estates, Inc. v. Commissioner of 
imternat Revenue, >° the taxpayer reappraised its assets by 
imereasing it to conform it with the increase in cost for 
their replacement. It then computed depreciation based on 
the appraised value. The excess of the depreciation based 
on the reappraised value over the depreciation based on ori- 
ginal cost was disallowed by the Commissioner. The Court 
declared that the Income Tax Law does not authorize the 
depreciation of an asset beyond its acquisition cost. 

In Commissioner v. Priscila Estate, Inc.,°? the tax- 
payer was engaged in the business of leasing real estate. 
Among its assets was the Priscilla Building No. 3. The 


Building had an assessed value of a little over $#70,000. 


However, its construction cost exceeded ~110,000. The 
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37.9 
taxpayer acquired the building at its assessed value from 
Lepore ipa. stockholders, in exchange for shares of 
stock. Later, the taxpayer revalued the property on the 
basis of construction cost. The question was whether to 
Gee the assessed value, which was the BaCquULSI LI Mn cost Or 
the construwtion cost as the basis of depreciation. § Tt 
was hela that the corporate investment would ultimately be 
the construction cost and that the depreciation should be 
computed on the said basis. 

Mariano Zamora v. Collector of Internal Revenue ©? 
explains the factors that are considered in determining 
the depreciation rate, for buildings. |) in, this. case;s the 
Commissioner using as a basis Bulletin "F" published by 
the Internal Revenue Service of the United States allowed 
the taxpayer a depreciation rate of 2 1/2% of the Bay 
View Hotel Building instead of the 3 1/2% Spe aise, by the 
Gaxpayer..siinsdeciding sin favor ofsethe eomiteevonee! 
using the 2 1/2% based on Bulletin ope, the CounmtwoL 
ess Appeals stated: "Tt is fecue Gbhatbebuldetinyt he has 
HNOsbindimg sorce, but it) has strong persuasive force *con= 
sidering that the same has been the result of scientific 
studies and dservation for a Vengryperiod in the U.S, 


after whose Income Tax Law ours is patterned. thee factors 


Cakenenieo, account) in justifying the 2 1/2% rate of dep- 
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reciation are: the trend of Ermita district, where the 
Bay View Hotel is located, to become a commercial district; 
the fact that the hotel has no room for improvement; and, 
the changing modes of architecture, styles of furniture 
and decorative designs, all of which must meet the tastes 
Ofea trekle public. “The Court a#so declared: “The 
possibility that foreign companies, such as the Pan Ameri- 
can Airways, may put up modern hotels in Manila, in which 
even the Bay View Hotel would be merely a collector's item 
is a matter that apparently involves deduction for extra- 
ordinary obsolescence, not ordinary depreciation deduction." 

Tt should be noted that, as an incentive, corporations 
and enterprises registered with the Board of Industries 


are allowed accelerated depreciation. ©! 


Thus, an entity 
can accelerate the depreciation period depending upon the 
IiftenspansoL thesparticular equipment to “be "depreciated. 
If the estimated life of the equipment is more than ten 
VearspectheneaecoOrporationecan saceellerate themdepreciation 
for any period to twice as fast as the normal rate of 


Ge In this manner, a corporation ‘can recover 


depreciation. 
as much as possible and as early as possible the capital 
used in the purchase of equipments. 


As in France, in the Philippines, there is also no 


"recapture" provision. 
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Witharespect to the amortization of intangible capital 
assets, there is no difference between the rules existing 
in the United States and those in the Shan eRe. 

CANADA 

In Canada, the view is that a deduction for depre- 
ciation is not necessarily dependent on wear and tear, nor, 
in the case of natural resources, is it tied to exhaustion 
of the asset. Hence, the allowance is not referred to in 
the Act as a depreciation allowance, but as a "capital cost 
allowance". In this regard, Canada is peculiar as compared 
to the other countries subjected to comparative analysis. 

Secivon 21) (iy ATA, Sis themstatutoryeauthori ty tor 
the capital cost allowance. It, allows the deduction of 
(ye secimpere@Ooleathe, Capital-cost¥to the Caxpeyenrot 
Ppeonpemty mor ((2)Msuch amount inyrespect Of the capital cost 
to the taxpayer of property, if any, as is allowed by 
regulation. 

It is the practice, where depreciable property is 
destroyed and not insured, to treat such property as still 
entitled to allowance because such allowances are granted 
by Section 11(1) (a) notwithstanding the prohibition 
against deducting capital losses. 

Wideresection 11(1) (a), ITA, the taxpayer has a 


right to an allowance of part of the capital cost of pro- 
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perty or of an amount in respect of his capital cost, 

that is allowed by regulation. The capital cost allowance 
is computed on what may be termed the "diminishing balance 
system" whereby "a fixed rate of allowance in respect of 
the capital cost of income-producing assets is applied to 
the undepreciated capital cost of the assets, so that the 
amount of the allowance diminishes each year as the rate 
is applied to a smaller and smaller undeprecisted Gapical 


GOosite n63 


Another distinguishing characteristic of the 
system is that, instead of applying the Caplealecostabate 
to each asset, all the assets of the business are grouped 
into classes and fixed maximum rates are established for 
each class. 

Regulation 1100(3) provides that To de tase cvOonmycal 
is less than 12 months in duration, the capital cost 
allowance under Regulation 1100 (1) (a), (d) and (h) "may 
not exceed the proportion of the maximum amount allowable 
that the number of days in the taxation year is of 565 
In accordance with Regulations 1100 (@CayeancmeLoomo Dy 
where a taxpayer dies in the middle of a fiscal period 
or ‘taxation year, a similar apportionment is made for the 
fiscal period or taxation year, as the case might require. 

In Risebrough v. M.N.R., 04 it was declared that the 


capital cost allowance cannot be based on the market value 
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atuthemtime, of acquisition. ult jis, allocated, on the, basis 
of the cost of the property to the taxpayer. There is 
also the additional requirement that capital cost must 

be related to acquisition by purchase or transfer. Thus, 
the capital cost of a patent to an inventor was the amount 
spent to acquire the patent and did not include the ex- 
penses laid out by an inventor over a period of 20 years 
in formulating his invention. ©? 

Section 12(2), ITA, was also applied in Niessen v. 
MeNaR p00 in relation to the capital cost allowance. 

Here, the capital cost allowance on a Cadillac automobile 
used by an employee in the performance of his duties and 
claimed as a deduction under Section 11(11) in computing 
his income from an office or employment, was reduced by 
one-half on the finding that an expensive car was used in 
order to claim for capital cost allowance. 

Section 20, ITA, contains special rules for determi- 
ning capital cost in special circumstances. Accordingly, 
where a taxpayer acquires property for some purpose other 
than gaining or producing income and then commences at a 
later time to use it for the purpose of gaining or producing 
income, he is deemed to have aCCUITed git atathes Limes and 
at the fair market value as of the date of the change of 


US Giles 67 
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No single method of valuation exists which would in- 
evitably lead to an accurate apportionment of the purchase 
price between land and building.©8 However, in a case, ©? 
it was held that the allocation sale price between land 
and building on the basis of a municipal assessment is 
reasonable. 

itsccordamceswith Section 20 (6) (a), ITA, where 
property has, since it was acquired by a taxpayer, been 
regularly used in part for the purpose of gaining or 
producsngeuencome from it “or from a business and in part 
for some other purpose, the taxpayer is deemed to have 
acquired it for the purpose of gaining or producing in- 
comes) The proportion of the property that the use regular- 
ly made of the property for ganing or producing income is 
of the whole use regularly made of the property, and he 
is deemed to have acquired it at a capital cost equal to 
the same proportion of its full capital cost. 

Moreover, under Section 20(6) (f) (i), ITA, where, 
after having acquied property that is regularly used for 
gaining or producing income and for other purposes, the 
taxpayer increases the amount of use regularly made of 
the property for the purpose of gaining or eaters in- 
come, he is deemed to have acquired, at the time of the 


increase, depreciable property of that class equal to the 
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proportion of the fair market value of the property at 


the time of the increase that the amount of the increase 
for business use is of the whole use regularly made of the 
property. 

If a taxpayer received or is entitled to receive 
assistance from a government, municipality or other public 
authority in respect of or for the acquisition of property, 
theecapital cost “of the property eis deemed to be reduced 
by the amount of the assistance. /9 

Pursuant to Section 20(6) (c), ITA, in case the pro- 
perty is acquired by gift, bequest or inheritance, the 
taxpayer is deemed to have acquired it at a capital cost 
equal to its fair market value at that time’ 

If an amount can reasonably be regarded as being in 
part the consideration for disposition of depreciable pro- 
perty of a taxpayer of a prescribed class and as being 
in part consideration for something else, the part of the 
amount that can reasonably be regarded as being the con- 
sideration for such disposition shall be deemed to be 
the proceeds of disposition of depreciable property of 
that class irrespective of the form or legal effect of the 
Gon thaceeor agreement. /* The person to whom the depre- 
Ciable property was disposed of shall be deemed to have 


acquired the property at a capital cost to him equal to 
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the same part of that amount. /2 

If all the assts of a business are sold* for unit 
consideration, the consideration must be apportioned bet- 
ween what pertains to depreciable assets, on one hand, and 
to non-depreciable assets, on the other. In the absence of 
contractual agreement on the consideration allocable to 
depreciable and non-depreciable property, an allocation to 
depreciable property of its fair market value in preference 
to its value in the eyes of either party will be considered 
as reasonable. 

Where depreciable property owned by one person has by 
one or more transactions not at arm's length become vested 
in a taxpayer the capital cost to the taxpayer is deemed to 


besthe capital cost to the original owner. /? 


In Ottawa Valley Power v. MANOR la it was declared 
that it is doubtful whether Section 26(6) (c) applies to 
capital equipment supplied free of charge by one businessman 
to another for purely business reasons. 

Rates of capital cost allowance are assigned to 18 
separate classes of property by Regulation 1100 (1) (a). 

The rate established for each class is to be applied 
to the undepreciated capital cost of the assets in that 
class as a whole and not to individual assets Wahid teeth e 


aise Furthermore, the rates are maximum rates -- the 
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taxpayer need not take the full amount allowed for depre- 
ciation in any given taxation year. /© 

Accelerated allowances are allowed for newly acquired 
plants and machinery, new buildings in depressed areas, and 
for new machinery in depressed areas. // 

RepinetheslUni cea states, in sCanada, sec clon 20,8114, 
contains provision outlining a plan for recapture of excess 
depreciation allowed to taxpayers. 

Under the provisions of Section 20, a taxpayer is 
required to bring back into income for tax purposes any 
depreciation claimed in previous years that was not intact 
incurred. The recaptured income is determined from the 
sale price obtained on final disposal of the asset by the 
taxpayer. Recapture applies only to depreciation alreay 
taken or deemed to have been taken. 

Since, under this depreciation system all assets are 
grouped into classes, and a rate is applied to the whole 
class rather than to individual assets in each class, 
depreciation is taken on, and proceeds of dispositions are 
deducted from the undepreciated capital cost of the pro- 


78 Thus, where 


perties of the class taken as a whole. 
there are a number of assets of a prescribed class, the 


recapture provisions result in fhe recapture of excess 


depreciation and its consequent addition to income only 
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when the total of the amounts received on the disposition 
of assets of a class exceeds the undepreciated capital 


cost of all assets of the group immediately before the 


disposition. /? It should be underscored that the recapture 
provisions apply to the fiscal period of the taxpayer's 


business and to computation of the taxpayer's income from 


the business. 29 


Section 43, ITA, provides a measure of celief from the 
operation of Section 20 in recapturing a large amount of 
depreciation in one year to be taxed at graduated rates. 

It allows this added income to be spread over the five 
preceeding years. 

It should be noted also that, pursuant to Section 20s), 
ITA, the "recapture provision" does not apply pinedeter— 
mining a taxpayer's income for a taxation year from farming 
or fishing unless he has elected to take a deduction for 
that or a previous year under regulations pertaining to 
"capital cost of property" made in accordance with the 
provisions of Section 11,01) (a). ,other sthan a regulation 
providing solely for an allowance for computing income from 
farming or fishing. 

Patents, franchies, concessions, or licences for a 
limited period in respect of property is described as a 


special class of depreciable property in class 14 of 
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schedule B of the Regulations. 


In accordance with Regulation 1100(1) (c), the amount 
that may be deducted each year in respect of the capital 
cost of such patents, franchises, concessions or licences 
for a limited period, may not exceed the amount for the 
year obtained by apportioning the capital cost of the 
property to the taxpayer equally over the J1tevom thespio— 
perty remaining at the time the cost was incurred. The 
provision allows deductions according to the Sstravgnte vine 
principle of taking depreciation. This allowance does not 
extend to a franchise, concession or licence in respect of 
minerals, petroleum, natural gas, other related hydrocar- 
bons or timber and property relating thereto, except a 
franchise for distributing gas to consumers, or in respect 
Poecerigitsto explores for, drill for, take or remove any 
Giathese products. 2+ Neither does it extend to leasehold 
interests or to property coming within class 23 allowing 
a 100 per cent write-off for leased or concessioned proper- 
ty connected with the 1967 World Exhibition at Montreal. 

Regulation 1100 (9) provides a formula for computing 
the capital cost allowance for patents that are acquired 
wholly or partly in return for royalty payments based on 
their use. 


Presently, there is aeproposaLl pending before the 
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Canadian parliament which would sweep up all "nothings". °? 
Thus, there will be a new depreciation class. This class 
of assets will be deductible at 10% of its book value 

per annum. °° However, since "goodwill" is included in 
this new depreciation class, there will be special rules 
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V. NET LOSS FROM OPERATIONS 
FRANCE 

In France, a loss in one category may be used to off- 
set gains not only in the same category but also in other 
categories in the same year.t Ti add Levon, net Ossecmahe 
permitted to be carried forward against income over a five 
year period. 2 

Let us discuss the two points one by one. 

In connection with offsetting in the same category, 
losses could be used to offset gains and vice versa. The 
matter is illustrated as follows: "An individual operating 
a bakery in one commune and a paint store ay Mek RoRels She 
Commune... could use the losses of one to offset the gains 
of the other, since both were in the category of business 
income. An individual proprietor could use a loss suffered 
in his own business to offset gains realized in another 
business by a member of his family whose income was reported 
on his return under the system of taxing family income to 
the head of the household.... An individual proprietor 
could use a loss suffered in his own business to offset 
gains realized ina partnership of which he was a member, 
and vice versa." 


There are no complications in connection with off- 


setting of losses in one category with gains in other 
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categories. 


With respect to carrying forward of losses, the general 
rule is that "only a taxpayer who suffers a loss may use 
it to offset gains realised in the same or later years. "" 

The said rule is subject to several exceptions. 

In case of individuals, under the system of taxing 
family income to the head of the household, a loss suffered 
by one member of the family may be used to offset gains 
realized by anos. Moreover, a member of a partner 
may reduce his owns gains by his shares of partnership 
losses. ° However, in R.M. 431, J.Q. 13 May 1959, Deb. 
A.N. p. 482, it was ruled that after the death of an 
individual proprietor, the heirs operating the business 
may not carry forward losses suffered by the decedent 
against their own gains in the same enterprise because 
different taxpayers are involved. 

In case of corporations, the legal implications are 
explained thiswise: ‘Ifa profit corporation takes over a 
loss corporation by merger..-» the surviving corporation 
(the profit corporation) is a different taxpayer from the 
corporation that suffered the loss. The surviving corpor- 
ation may not use the loss of the merged corporation to 
offset its own gains. If a profit corporation and a loss 


corporation merge to form a new corporation, again, the 
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new corporation is not the taxpayer that suffered the loss; 
it may not use the loss of the predecessor corporation to 
offset its own gains. In theory, the situation is differ- 
ent if a loss corporation takes over a profit corporation 
and becomes the survivor. The surviving corporation is 
then the same taxpayer as the taxpayer that suffered the 
loss, and it may carry forward this loss to offset sub- 
sequent gains of the firm, even if these gains are derived 
from the operations of the formerly separate DEOL a firm. "/ 

The fundamental requirement, whether it be in the 
offsetting of losses with gains in the same or othenrcate— 
GOmtac Aeon nthe carrying forward of losses, is that the 
oldest losses should be used ies one 

UNITED STATES 

In the United States, under Seciaon, IZ tRE ARO 
adjustment is made in computing the net operating loss for 
the excess of percentage over cost depletion, for tax 
exempt interest, or for the intercorporate dividends re- 
ceived desucvion tc Morevoer, while the excess of non- 
business deductions over non-business income is still not 
allowed in computing net income, loss from the sale of real 
or depreciable property used in the trade or business is 
no longer treated as a non-business deduction. 1° The net 


operating loss computation under present law Leethusy, 
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approximately equivalent to the computation of loss as 
shown on the income tax return.?1 

Ineberilet, section .172\(c) 2 IRC, provides) that! the "term 
"net operating loss" means the excess of allowable deductions 
over gross income, subject to the modifications as follows:1? 
1) No net operating loss deduction is allowed in the case 
of non-corporate taxpayers. 2) Captial losses may not ex- 
ceed capital gain, and long-term capital gains deduction 
is not allowed. 3) No deduction is permitted for personal 
allowances. 4) In the case of non-corporate taxpayers, non- 
business deductions are allowed only to the extent of non- 
business income (including the excess of non-business ca- 
pital gains over non-business capital losses,) but losses 
from the sale of real or depreciable property used in the 
trade of business are: considered business deductions, as 
are casualty losses with respect to non-business property. 
Any excess non-business income will offset business deduc-— 
tions, however. 5) Corpowate taxpayers are not permitted 
the deduction allowed by Section 922, IRC. 

The statute applicable to the year in which the initaal 
loss arose is the law that determines the amount of the 
initial loss, so that this amount remains constant even 
though the law of the year to which it is carried would 


have produced a different result.13 But the year to which 
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such initial loss is carried determines the adjustments to 
be made in the net income for that year. +4 

Under Section 172, IRC, a net operating loss sustained 
during the taxable year is carried back to the three pre- 
ceding taxable years and carried forward to the five 
succeeding taxable years. The loss is first carried to 
the earliest of the three preceding years, then to the 
next earliest year, and so on, until exhausted. In deter- 
mining the taxable income of any preceding year, certain 
special adjustments are required. Thus, the taxable income 
of any preceding year is computed without regard to the 
net operating loss fior the loss year itself or for any 
year thereafter, Further, with respect to individuales(or 
other noncorporate) taxpayers, the 50% deduction for long- 
term capital gains must be added back to taxable income. 
No offset against ordinary income is permitted for excess 
capital losses and no deduction is permitted for personal 


AiG” 


As to corporations, the deduction other- 
wise provide by Section 922, IRC, (selating tomWwestern 
Hemisphere Trade Corporations) is not allowea.1l® 

The "net operating loss deduction" for any taxable 
year is the sum of aggregate of the net operating losses 


sustained in preceding and succeeding taxable years which 


may be carried back or carried forward to the taxable 
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3.96 
year in question. 17 When losses are sustained in more than 
one preceding or succeeding taxable year, the losses of the 
earliest of these years is first taken into account. +® 

PHILIPPINES 

In the Philippines, ordinary losses are deductible in 
computing income. 

As already discussed, individuals can carry over capital 
losses and deduct it from capital gains in the next taxable 
year. 

In a sense, unlike the United States and France, the 
@oneept of "net operating loss” is applicable in the 
Philippines only to the extent that certain losses, speci- 
fied under Section 30(d), NIRC, as previously discussed, 
can be deducted from gross income of the taxable year when 
the losses are incurred. Taxpayers, as a general rule, are 
not allowed to carry back and/or carry forward their losses 
Boe neeLance,mUson, sand Canadar 

There is, however, an exception. 

The exception relates to the grant of a loss carry 
over privilege as an incentive to enterprises Pegs cere 
with the Board of a eecmen cua Losses may be incurred 
by) the registered enterprirse after its registration with 
the Board of Investments and losses incurred within the 


first ten years of the operation of the corporation may 
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ee) 
be carried forward. Let us assume that a corporation was 
organized and began operating about nine years ago. At 
the end of the 9th year, it became a registered enterprise 
under wad BoE of investments. Cani1t carry Over etic 
prior losses of the corporation during the 9-year period? 
No. In this case, it etek over only the losses that 
may be incurred during the 10th year of its operation cen 
Lies Boe a registered enterprise and within the Piet 
ten years Of the operation of the enterprise. If an enter= 
prise has been operating for let us say 12 years and at 
the 12th year it became a registered enterprise under the 
Board of Investment, the provision is of no use to the 
enterprise. In computing net operating losses, the gross 
income of the corporation, whether taxable or not, must 
be included. 
CANADA 

Mmceanceda;soniy the loss from carrying on business 
may be deducted. Moreover, in accordance with Section 27 (1) 
(ey eCrt 1), Pare the loss is deductible only to the extent ofthe 
lesse® of (ijiethe taxpayer 'S income: for thestaxatzon year 
from the business in which the loss was sustained and his 
income for the taxation year from any other business, or 
(ii) the taxpayer's income for the taxation year minus all 


the deductions permitted in computing taxable income ex- 
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eept) the status’ and dependent deductions and, "of course, 
the business loss deduction itself. 

The distinction between a business 1d non-business 
source of income is obviously of importance. 

"Loss" means a loss computed by applying, so far as 
they may be applied, the provisions of the Act regulating 
the computation of business income in accordance with 
Section 139(1) (x), ITA. But, where inter-corporate divi- 
dends are "included" in computing the business income 
of a corporation, they are excluded from their computation 
to the extent that they would be deductible in computing 
the corporate taxpayer's taxable income. The amount of 
business loss so computed is reduced by any amount by which 
that loss operated to reduce the taxpayer's income from 
other sources in computing the taxpayer's income from all 
sources for a taxation ae 

Section 27(1)(e), ITA, provides that, in computing 
taxable income for a taxation year, a taxpayer may deduct 
losses from business sustained in the five immediately 
preceding taxation years and immediately foktlowing taxa- 
tion year. 

In accordance with Sections 139(1) (x), 27 ejaaye 
ande2s (hyde )(ai)y,ITA,;sthesloss is mandatorily applicable 


first against income from other sources inethefyear of 
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loss, then against income for the preceding year, and then 
against income of succeeding years in their order of 
occurrence. 

Terchould be noted that, under Section 27 (5), 11a; 
previous business losses may not be written ahead in 
reduction of the taxable income of later years ifthe 
following conditions exist: (1) the business in which the 
loss is sustained is not carried on during theyear in 
which the deduction is claimed; (2) between the loss year 
and the end of the year in which the deduction is claimed 
(i) over 50 per cent of the issued stock of the corporation 
was acquired before June 14, 1963, by persons who were not 
shareholders in the loss year, or (ii) control of the cor- 
poration was acquired after June 137709637. by persons 
who did not control the corporation in the loss year. 
Neither discontinuance of the business nor shift in con- 
Proiicwin atsele sutficient to preclude this deduction. 
"Control" of a corporation, in relation to the question 
of associated corporations, has been held to mean the 
power to vote more than one-half of its voting shares and 
the same view will likely prevail in this instance. 21 

Under Section 851(2) (i), ITA, where business corpor- 
ations are amalgamated, business losses sustained by the 


previously existing corporations are not deductible in 
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computing the taxable income of;|the new corporations. 
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VI. ANALYSIS AND CONCLUSION 


In order to thoroughly discuss the tax treatment of 
business income, it was necessary to approach the 
problem by way of comparative analysis of business income 
taxation in countries with tax systems, more or less, 
representative of those in existence in our global commu- 
eye 

As discussed earlier, France represented the civil 
law countries. The United States was chosen to represent 
countries under what may be termed as the common law 
codified tax system. The Philippines typified the set up 
in civil law countries utilizing common law tax concepts. 
Canada represented the systems under a purely common law 
scheme but influencal by American tax concepts. 

In choosing France, Canada, U.S., andthe Philippines, 
the fact that the Philippines and Canada are developing 
countries, on the one hand, and that the United States 
and France have attained the industrialized stage of 
economic development, on the other, was also considered as 
important. 

Presently, there is nothing in “the *tax”conceptsr ob- 
Gasninig ii the countries being analyzed showing any sig- 
nificant relationship between the tax treatment of business 


income and the stage of economic development of a country. 
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Thus, the tax treatment of business income in the Philippines, 
eecdeveloping country, is similar to that of the United 
States, an industrialized nation. Moreover, the tax treat- 
ments of business income in Canada and the Philippines, 
both developing countries, are in numerous ways very diffe- 
rent. Furthermore, although France and the United States 
are both industrialized nations, their methods and concepts 
regarding the taxation of business income are far) from 
identical. 

As previously stated, whether it be iN ee Lane, Use or, 
Canada, or the Philippines, the taxpayers earning business 
income are the following: a) indiviudals conducting single 
proprietorship businesses; b) corporations; and, ¢) unin— 
corporated business entities. 

In all the countries under analysis, a single pro- 
prietorship is not considered as an entity separate and 
distinct from the individual owner for income tax purposes. 

The income tax liability of the individual business 
owner in Canada and France depends upon whether he is a 
"resident" or a "non-resident". In the Uniced states 
and the Philippines, the criterion is citizenship. The 
question of residence is only considered in case of aliens. 

For purposes of tax administration, France and Canada 


should consider the possibility of Utilizing Citizenship 
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as the main criterion for fixing the income tax liability 
Of individuals. It cannot be denied that it is relatively 
easier to determine whether or not a person LS) ae Cloizen 
of a wrticular country as compared to whether or not he is 
a mee sent. thereof. The reason can be traced to the fact 
that there are more factors that go into the determination 
of residence. The Philippine and American experiences 

have shown pie. Revenue official encaunter more problems 
Pivana ene tax Jiability of aliens because theseriterion 
used for them is residence. On the other hand, there is 
almost no controversy involving the question whether a per- 
son is a citizen or an alien for income tax purposes. The 
amount of administrative difficulties that could be avoided 
by utilizing citazzenship as the lain cri terlonmroumr i ing 
tax liability can be gauged from the fact the MOcrwOtaLhe 
individual taxpayers in any one country are CLleEiLzens (Ot 

the same. 

The pee eee confronting the Phi- 
lippines and the United States with respect to the taxation 
of citizens residing abroad should not be used to support 
the assertion that residence is better than citizenship as 
a criterion. This will be discussed extensively later. 

At the moment, suffice it to say that, despite administrative 


difficulties, the little revenue raised from non-resident 
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citizens as a result of the application of: the citizenship 


criterion is better than no revenue at all because of the 
utilization of the residence criterion. Moreover, the 
administrative problems encountered are not really that 
much because the number of citizens residing abroad is 
very limited. 

Despite the difference in the criterion utilized among 
the countries under consideration, the uniform rule is 
that a "resident", whether citizen or alien, is subject 
towcaxsoneincome from all sources. 

The income tax liability of a "non-resident" in France 
and Canada, whether he be a citizen or an alien ,is limited 
to the income earned in France and Canada, respectively. 

In the Philippines and the United States, a "non-resident" 
citizen is liable for income from both local and foreign 
sources. The business income tax liability of a "non-resi- 
dent" alien in the United States and the Philippines is the 
same as that in Canada and France. The "non-resident" 
alien is liable only for his business income earned within 
the country. 

Despite the divergence in the Cra tenionmutLilizZeomecns 
source liabilities of individuals in the countries under 
comparative analysis are identical except with respect to 


the treatment of American and Filipino citizens residing 
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abroad. “The taxation of "non-residert" citizens on their 
foreign and local source income is founded on the fundamen- 
tal precept that citizens should contribute in financing 
the essential operationsof the government in order that 
they may enjoy the blessings of justice, liberty, and de- 
mocracy. The fact that th citizen is residing abroad is 
not a justification for exempting him from being taxed on 
his foreign source income because as long as he remains a 
citizen he is entitled to all the rights and privileges 
pertaining thereto. The matter of residing abroad 1s or 

a person's own choosing. If he feels that he:ghould not be 
made to share in the burdens of governance with respect to 
his foreign source income, he is at Mberty to =relinguisn 
his citizenship. A man who desires to enjoy any righeeor 
privilege must be willing to accept the concomitant respon= 
sibilities. It is stibmitted that Canada and France should 
consider the validity of the rationale behind the taxation 
of non-resident citizens on their foreign and local source 
income. 

With respect to the tax rates imposed on the income 
of individuals, those in the United States are the most 
severe. In terms of severity, those in Canada and France 
are, more or less, equal. The Philippine tax rates are 


exceedingly low when compared to the other countries 
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under comparative analysis. The state of the Philippine 
economy is such that it would be easy to predict that there 
would be no increase in the rates for about a decade or 
two. Majority of the Filipinos simply cannot affom to pay 
at higher rates. 

Even assuming that Canada has already hurdled the 
"take off" stage of economic development it is submitted 
thateits level of individual’ income taxation is relatively 
harsh. The tax rates should be lowered to lessen the bur- 
den of the common man. The problem of reduced revenue 
which would result from the lowering of the rates could be 
solved by considering other revenue producing vehicles 
that would not affect the majority of those who have less 
in life. An example would be the imposition of a documen- 
tary stamp tax on all negotiable instruments issued and 
on all: legal, commercial, .and conveyancing documents nota- 
rized and/or registered with any government registering 
agency. The tax will not be felt by the paying public 
because the raising of the needed revenue is not made to 
depend on the amount which any one individual must pay but 
on the number of the negotiable instruments issued and the 
volume of the legal documents notarized and/or registered. 
Thus, even if the amount of the tax payable on a document 


is small, the needed revenue could still be raised because 
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the number of instruments issued and documents executed 

as a result of the demand arising from the normal economic 
activity of a country would, undoubtedly, be considerable. 
It is not difficult to imagine other revenue producing ve- 
hicles of a similar nature. 

Although France imposes reasonable rates in connection 
with individual income taxation, considering the state of 
its economy, it is not free from condemnation. The fact 
thet wt ’starts+to- tax individual*income™at the level of 
2,400 Francs and imposes a uniform rate for income from 
72,000 Francs and above simply means that the tax burden 
for the poor is extremely heavier as compared to those who 
earn more. It should be noted that, roughly, the equiva- 
lent of 72,000 Francs is only $14,400. There is a need to 
change this apparent effort to favor the Tec ie 

In France, corporations are classified into either 
French corporation or foreign Corporations. slnew Scat or 
management" test is utilized to determine whether a corpo- 
ration is French or foreign. In Canada, COLpOrations: are 
either resident (domestic) or non-resident (foreign). 2 
determining whether a corporation is resident or non-resi-— 
dent, both the "seat of management" test and the "place of 
incorporation" test are utilized depending upon (a) whether 


or not a corporation is incorporated in Canada and (b) the 
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date of incorporation of the entity in Canada. 

In the Philippines and the United States, the "place 
of incorporation" test is utilized in ascertaining whether 
a corporation is domestic or foreign. 

The "place of incorporation" test is better than the 
"seat of management" test. It is simply because there are 
more factors to consider in order to arrive at a decision 
in accordance with the "seat of management" test. Under 
the "place of incorporation" test, there is no room Bos 
mistake. Once you know the situs of the law under which 
an entity was incorporated, you are already certain as to 
whether it is a domestic or a foreign corporation. 

Of course, because of the present administrative ma- 
chinery existing in France, a lot of problems may be en- 
countered if it shifts from the "seat of managemet" test 
EGutLiCe "places sor incorporation" test. However, there is 
no harm for France to seriously study the advantages and 
disadvantages that would ensue from thesacopt oneo.. Une 
"olace of incorporation" test. 

In France, U.S., the Philippines, and Canada, domestic 
corporations are subject to tax on "income" derived from 
both foreign and local sources. However, with respect to 
"business income", French domestic corporations are subject 


only to tax on amounts earned Within Prance, 
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In connection with the tax rates imposed on domestic 
Gorporations, France-is’the only country“with a flat rate. 
In the United States, Philippines, and Canada, there are 
two rates -- one rate for inwme up to a certain level and 
another rate genet coneteepeua the first level-- for the 
purpose of lessening the burden of small businessmen. 

France should study the possiblity of adopting the 
"two-rate" system in order to encourage investments, and 
accord small businessmen a fighting chance to compete with 
Grant Corporations. 

Undoubtedly, the "two-rate" system is not a perfec one. 
Firstly, corporations can keep its taxable income to an 
amount lower than the first level to which the lesser rate 
is applicable through a variety of devices, such as the 
payment of remuneration to proprietors and shareholders. 
Secondly, it is possible that the tax saved as a result of 
the application of ane Ganoseatae system might not be 
channeled back to increase the capital of the business. 
Indeed, it cannot be denied that the above objections 
carry much weight. However, it cannot also be disputed 
that the existence of healthy small businesses are essential 
to the well-being of any economy. Thus, it becomes a 
question of priority. Which is more important the economic 


progress and development Oma "Country or the = ract that some 
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corporations are keeping their taxable income below the 


first level? Which is more weight y the economic develop- 
ment and progress of a nation or the possibility that some 
businessmen would not be utilizing their tax savings for 
business purposes? Certainly, there can be no choice other 
than the ah SE POEE and economic development of a country. 

at should be noted. that, France. 1s not limited tostiie 
adoption of the "two -rate" system if it wants to help its 
small businessmen. It could also provide financial assis- 
tance to small growing businesses through a capital forma- 
tion tax credit devise or by means of accelerating the 
deductibility of certain outlays. The Philippines, Canada, 
and the United States should also consider the feasibility 
of incorporating a capital formation tax credit devise 
and other methods of financially helping small businesses 
into their tax systems. 

Unlike France and Canada, in the U.S. and the Philip- 
pines, for purposes of fixing the tax liabidiity wot? aydomes— 
fe oration, Pee no necessity to determine whether 
or not the corporation is doing business Wiehe themUni Ged 
States and the Philippines, respectively. 

As to foreign corporations, the same are subject to 


tax liability only on income derived from locade Sounces 


whether in France, UsS.:, Philippines ‘or Canada. 
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Under UlS. and Philippine taxing statutes, foreign 


corporations are classified into residents and non-resi- 
dents. Resident foreign corporations are taxed at the 
same rates as domestic corporations. However, non-resi- 
dent foreign corporations are taxed at a flat rate on their 
gross rather than net income. 

in Canada, aside’ from the tax under Part I of the ITA 
additional taxes on income are imposed under Part III and 
Porneotetne Ineone Tax ACT. 

In France, there is no difference between French and 
foreign corporations with respect to tax rates. 

The equal treatment accorded to foreign corporations 
regarding the taxation of business income earned in) France 
is incomprehensible. It is natural for any country to favor 
its domestic corporation if the criterion is the protection 
and development of the economic interests of its people. 
Fven if the desire is to attract foreign investments, 
this is not sufficient to justify a policy of equal treat- 
ment. 

In the Philippines and the United States, it must he 
pointed out that there is also a need to change the law 
regarding the tax treatment of resident foreign corpora- 
tions. Even assuming that it is correct to accord them 


a more favorable tax treatment as compared to non-resident 
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corporations, they should not enjoy the same benefits as 
those granted to domestic corporations. 

As gn’ France and Canada, im the United States andthe 
Philippines, it is necessary to determine whether or not 
foreign corporations are "carrying on business" within the 
UeSe*or the Philippines, “respectively, to fix the extent of 
their jurisdictional reach over the said corporations. The 
reason for the similarity is that, in the United States 
and the Philippines, the criterion for fixing the iabidwvey 
of foreign corporations is "residence". 

In France, Canada, U.S., and the Philippines, general 
partnerships are not considered as distinct taxpaying entities 
separate from the individual partners. 

In France and the Philippines, limited partnerships are, 
asa general rule, treated as corporations for tax pur- 
poses. In the United States and=Ganaday there®is®no difie— 
rence between a general partnership and@al liamitedepartner— 
ship with respect to the mode of taxation and the liability 
of the individual partners. 

The absence of any difference regarding the tax treat-— 
ment of limited and general partnerships in Canada and the 
United States is due, perhaps, to the famlure=tosrearace: Lire 
true nature of limited partnerships. The Piabi vbyeoLn= aml— 


ted partners extend only to their contributions to the 
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partnership. In this sense, there is no difference between 


a limited partner and a shareholder of a corporation. Hence, 
limited partnerships should also be taxed as entities sepa- 
rate and distinct from the individual partners. 

The Philippine treatment of a limited partnership is 
peculiar in the sense that it does not distinguish between 
general and limited partners in the imposition of the cor- 
ere rate. Thus, even if there is only one’ limited part— 
ner and there are one hundred general partners, since, under 
Philippine law, the partnership would still be considered 
as tlimited, its income would be taxed at corporate rates. 
However, in France, the effect is also the same because it 
gives general partners the option to be taxedeatweconporate 
rates. Hence, in France and the Philippines, prospective 
businessmen should not overlook the tax treatment of limited 
partnerships in the choosing of the form of business orga- 
nization they would want to carry on their business. 

In Canada, France, and the United States, joint ven- 
tures are not also considered as entities separate and 
distinct from the individual members. In the Philippines, 

a joint venture is taxed as a corporation. 

Considering the nature of a joint venture, the same 

shoulda not be taxed as a corporation in Athe Philippines. 


In France and Canada, lesser forms of business orga- 
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nizations are not treated as taxpaying entities distinct 
from the individual members. In the United States and the 
Philippines, lesser forms of business organizations are 
taxed as corporations because said organizations, as a 
general rule, fall within the meaning of "association". 

It is submitted that the Philippines and the United 
States should change their definition of a "corporation". 
In this regard, the better criterion is the extent of the 
liability of the members of the"association" and not the 
fact that a business organization falls within the meaning 
Of “association”. 

There are specific rules for ascertaining "gross 
business income" in France and Canada. As discussed ear- 
lier, the reason for the same is because, under the French 
and Canadian tax systems, income is classified into seve- 
ral categories. However, as a general ie S yr | ek ABR OEMS iil Aes 
is imposed on all types of income. 

Considering that they levy a uniform tax rate on Suhel 
types of income, France and Canada should study whether or 
not the utilization of a global system of taxation would 
be more beneficial to them for purposes of tax administra- 
Len. 

However, in France, the distinction between gross 


business income and income from other categories ars) ori ly. 
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meaningful with respect to individuals because corporations 
are conclusively presumed to be incorporated for business 
beeposes. Hence, all types of Asp Baa seen are gene- 
rally considered to be business income. The said conclu- 
sive presumption does not obtain in Canada for purposes of 
imposing me corporate income tax. 

Since there is really no purpose for incorporating a 
business entity other than the acquisition of profits, it 
is suggested that Canada consider the adoption of the 
"conclusive presumption" existing in France. It should be 
noted that the existence of the "conclusive presumption” 
does not affect the distinction between ordinary gains and 
Capital gains. 

The French Tax Code classifies income into seven cate- 
G@ories, On the other hand, the Canadian Income Tax Act 
divides income into three types. The reason for the diffe- 
rence in the number of income categories can be explained 
Byathe tact that capital gains eretnc eu subJcCtelOmtams4n) 
Canada and because the other types of income tee Gance are 
included either under business income, property income, or 
income from office and employment in Canada. 

Without taking into account the taxation of capital 
gains, it is respectively submitted that the classification 


of income in Canada, as compared to France, is more prac- 
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tical for purposes of tax administration. The French clas- 
sification separates income categories which can be grouped 
under only one class and treated by a’ uniform set of rules, 
The Canadian classification is simpler and more logical. 

In ee Philippines and the United States, the tax syS« 
tems are global and unitary in character. Income is not 
divided into different categories for purposes of imposing 
the income tax and, as a general rule, there is a uniform 
tax rate for income regardless of its derivation or source. 
Hence, in determining what constitutes "business income" in 
the United tates ang the” Philippines, it 1s necessary to 
consider the legal interpretations given to the phrase 
"carrying on trade or business" in relation to the tax lia- 
Hility of non-rlesident aliens and carasaev Gorporations< 

In the Philippines and the United States, there are 
two important requirement in order to constitute a person 
as "engaged in trade or business". They are the 'tontinuity" 
Pees eeactive punsuit Of prorits | requirements. 

The "continuity" factor connotes more than a single 
transaction. Tt refers to the situation of progression 
and sustained activity. It conveys the idea of business 
ents done, not from time to time, but all the time. 

The “active pursuit of profits" test requires that 


the activities or operations be for the purpose of davie-— 
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lihood or profit. However, actual profits need not be rea- 
Jezed-s Whe “active pursuit of profits” test ‘sets invest— 
ments activities apart from acts constituting "carrying on 
business" for the former does not make one "engaged in 
trade or business", 

Te ~<should be noted that,atn the Philippines, a non- 
resident alien who stays in the Philippines for more than 
180 days is considered to be "engaged in business" in the 
Philippines. There is no similar rule in France, Canada, 
and the United States. 

In Canada, as previously discussed, "business income" 
means income arising from the exercise of a profession, 
calling, trade, manufacture of undertaking of any kind 
whatsoever and includes an adventure or concern in the na- 
ture of trade but does not include income from an office or 
employment. 

The concept of "adventure in the nature OL Grades, sas 
applied in Canada, does not prevail in) Prance, the) United 
States, and the Philippines. Indeed, the concept of "ad- 
venture in the nature of trade” is what complicates the 
meaning of "business income" in Canada. However, Canada 
cannot be blamed in this regard, because it needs the "ad= 
venture concept to tax profits arising from transaction 


ordinarily taxable in other countries under comparative 
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analysis but would escape tax in Canada on the ground that 
theyrare capital gains. 

Brance, UsS.,° and the Philippines should study the 
feasibility of incorporating the "adventure in the nature 
of trade" concept into their respective system. The adop- 
tion of the concept would definitely mean the collection of 
more taxes because a lot of gains would not be accorded the 
preferential treatment given capital gains. 

In France, income from business is income arising from 
the carrying on of an industrial, commercial, or mining 
activi ty, Obmtrom activity asvan artisan. “The meaning of 
"business income" in France is almost similar to that in 
Canada. The only difference is that income arising from 
the exercise of the liberal professions in France is not 
considered as business income. Moreover, as already ex- 
plained, income from an "adventure in the nature Ofetrades 
is also not treated as business income in France. 

In France, government grants and subsidies extended 
to business enterprises are subject to income tax. In Ca- 
nada, grants and subsidies are nopinably, Noeesubgect.tomtax 
as being in the nature of capital gains. In the United 
States and the Philippines, subsidies and grants are not 


subject to tax only if the same Dal takemorethomsmaluresol 


capital contributions. 
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The taxation of subsidies and grants in France without 
regard to its nature is erroneous. 

In the Philippines, Canada, France, and the United 
States, income arising from illegal business activity is 
subject to tax. There are those who claim that, if an ac- 
tivity is declared by the State as illegal, it is but logi- 
Gatmandemoralethateiteshould hoteprofit from the*traitseor 
the illegality through the instrument of taxation. The 
Gfaimers,;sofecourse, erroneous. The State should tax in- 
come arising from illegal activity because, by refusing to 
do so, it would be sanctioning dishonesty and placing ho- 
nest businessmen at a distinct disadvantage. 

However, in the United States and the Philippines, un- 
like Canada and France, in no instance is a receipt arising 
from a gift taxed as income. The reason for the non-taxa- 
tion of income arising from gifts in the United States and 
the Philippines is the fact that the donor and the donee 
are already subject to transfer taxes on the same. 

As previously mentioned, in Canada, capital gains are 
not subject to tax. However, in France, with respect to 
individuals, gains arising from the sale of non-business 
Capital assets are not subject to tax. In the Philippines 
and the United States, this rule does mot prlevalu. | Lnp one 


latter countries, gains arising from the sale of capital 
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assets, whether business or non-business, are subject to 
tax: 

It is noteworthy to mention that, in the Philippines, 
unlike the United States, non-resident aliens are subject 
to capital gains tax. The United States should also tax 
non-resident aliens on their capital gains to be consistent 
with the policy that aliens, as compared to Citizens, must 
not be granted any undue advantage in connection with in- 
come taxation. 

In France, the manner of taxing capital gains is not 
systematic and very complicated. The reason iswsaimp ly be- 
cause France tried to integrate American tax concepts with 
the civil law system of treating capital gains. As explain- 
ed earlier, the Philippine experience has shown thatecents 
can only result in confusion. There is no way by which 
common law concepts could happily be reconciled with civil 
law ideas. The only alternative available to France is 
either to adopt the American system all the way or simply 
to return to the purely French manner ofi ‘treating capital 
gains. 

In France and Canada, the problem of what constitutes 
capital gains is considered in relation to the meaning of 


"business income". 


In France, income is considered to be from business, 
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as “distinguished from capital gains, if it arose ‘from "ha- 
bitual trading". In ascertaining whether "trading" is ha- 
bitual, the number of transactions, the length of the va- 
rious holding periods, the number and nature of the pro- 
perties involved, and the magnitude of the operations are 
taken into account. If on the basis of the factors enume-— 
rated, there is no "habitual trading", the profits arising 
from the transaction are considered as capital gains. 

In Canada, there are several indicators to ascertain 
whether a profit is a capital gain or a business income as 
follows: 1) frequency of transactions; 2) the nature 
of isolated transactions; 3) adventure in the nature of 
trade: 4) related business activities; 5) subject-mat- 
ter of the transaction; 6) organized efforts; De cobjyect 
of a corporation; 8) intention of the taxpayer; 9) © £fix- 
ed or circulating assets; and, 10) other miscellaneous 
factors. 

A cursory examination of the above indicators will 
show that the manner of ascertaining what constitutes 
"capital gain" in Canada is similar to France.) The only 
@ifference is that, in France, the indicators are utilized 
to determine the existence of habitual trading. Once it is 
established that the profit arose from habitual trading, 


the same are considered as business income rather than a 
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capital gain. In Canada, "habitual trading" is not the 
main key to the problem., In fact, even in the absence of 
habitual trading, if the transaction is an "adventure in 
the nature of trade", the profits arising therefrom will be 
considered as business income. Thus, all the indicators 
obtaining in a particular case are considered ANG Onesie 
basis of the weight of the respective indicators showing 
that the profit is either a business income or a eapa.tal 
gain, a decision is made. 

In the United States and the Philippines, the concept 
of business income is not taken into account in the deter- 
mination of what constitutes a capital gain. In the said 
countries, if the transaction is a "sale or exchange" and 
if what is sold or exchanged falls within the scope of the 
term "capital assets", the income arising therefrom 1s con- 
sidered as a capital gain. 

The difference in approach as to what conststutesta 
capital gain between Canada and France, on the one hand, 
and the United States and the Philippines, on the other, 
can be explained by the fact that income in the latter 
countries is not categorized. However, there is no funda-— 
mental reason that would prevent France and Canada, if they 
so desire, from adopting the American approach regarding 


what constitutes capital gains. The fact that, under the 
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French and Canadian systems, income is categorized, would 
not be a bar because "capital gains" could be considered 
by itself independently of other concepts. It cannot be 
denied that the American approach is simpler to apply and 
implement. 

Whether in the United States, Canada, Philippines, or 
France, there are specific income items which are excluded 
from gross income for tax purposes. The reasons vary. As 
a general rule, the exclusion is based on broad policy con- 
siderations directly or indirectly linked with the social, 
political; hand economicslife of the peoplesartThusf”ccenitain 
social and welfare payments are not included in computing 
income. At times, the reason is simply because the items 
in question are already subject to some othenvtax, Sasuch@as 
the inheritance or gift tax. 

With respect to income items exeludedeftcomegnoss )1n= 
come, there is no significant difference among the count- 
ries under comparative analysis. 

There are certain receipts arising from business which 
are, ordinarily, treated in a different manner for tax 
purposes. 

Thus, regarding accumulated profits, in the Philip- 
pines and the United States, an additional tax is imposed 


on the same. In France and Canada, there is no additional 
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tax on accumulated profits. 

In Canada, corporations are given the privilege to be 
taxed at a much lower rate on dividends declared out of 
accumulated profits. This will not prevent the accumula- 
tion of profits. As long as businessmen are not prohibi- 
ted from accumulating profits and it would be more benefi- 
cial for them to do so, they will continue to accumulate 
nRomies. 

Canada and France should study the possibility of im 
posing an additional tax on accumulated profits. 

The absence of an additional tax on profits accumula- 
ted is good for businessmen but bad for the government. 
Corporations can, thus, accumulate profits and use what-— 
ever should have gone to the government by way of taxes due 
from the shareholders to earn more profits. 

As to the receipts of personal holding companies, in 
the United States and the Philippines, the receipts of cer- 
tain domestic corporations falling under the definition of 
"nersonal holding companies" are subject to additional in- 
come tax. The main reason for the additional tax on perso- 
nal holding companies is to prevent the practice of accu- 
mulating profits through holding companies and, thus, evade 
the taxation of income under higher rate levels for indivi- 


duals. In France and Canada, there is no additional tax 


ACs 









= ape 
A roe 


-_. 
© bess [ook Bnebiv th no sitet 


>¢ opelivixzd sit asevip exs to sas = -_ sD nt 


es 
ensd oxen od bivow ti bus etitozg prise as: ae il 


> 
, . _ a 






by ae ps 
: 2 > ; _ a 7 - 
i ope of suntanoD titw yed2 o2 ob og meds aot 16 o} 
= _ 
. — + Pe ' 
82220 2 
—_ 
ra . _— 
. ou ‘+ vbhyte SLvoode eorerd bas sbsenso 
7 7 
- 
a 
—es- 4 ‘ 
. tec Sl & al j fr eet pe fio xe jen LILIOHS rs eo 
= 7 
4 ~ 
: iz ? » xwct IsriortarDdse- a6 To o0nsecds ont 
- ; - 
= ee 
r+ os —- oe > ai 
; a sd 3 rs e2anmiaua Iozt DooPp e€z 
% 
f trong stelumuccs soit  .a69 em tis 20q100 
' Fa 7 
' - - 
Sa 14 ond enoeeeven bigodalseue 
ta + ci 4 curtst E mre Til Qo: a1op SVEh ore. [9 2 
.2tiiorg sxam nrse og eteb isda sid moss 
Se C 2 20 
, 
F sa , 
‘ L. ‘ 4 4. 
f : } on 
t us “noite IC nod pr tb fort 
: 
Ei) eds 5% Ao 
4 i °s acts iwHVe Cj oo 
, : Ex a prrbior 
We Daa) 
rn 
tise ef sites tedpid zebas 
s { e 
. ea — 
7 oe (Ebbs of ek eters <sbened it 


425 
imposed on the income of personal holding companies. 

The French way of approaching the problem of corporate 
accumulations is, as already discussed, by granting corpo- 
rations certain tax incentives if they, instead of accumu- 
lating the profits, declare the same as dividends. 

Tt is clear, therefore, that, in Canada and France, 
the measures existing for the purpose of preventing tax 
postponement through corporate profit accumulations are not 
sufficient. 

In France, Canada,and the "nited States, as earlier 
mentioned, there are certain benefits granted to domestic 
investment companies in connection with the taxatdon om ucts 
receipts. 

Investment companies should be accorded preferential 
tax treatment because, through the said companies, small 
investors are able to make their hard-earned savings grow 
with very little risk and at a minimum outlay. By acquir- 
ing a participation in an investment firm, and, thus indi- 
reetly, in its securities portfolio, the small investors 
are investing with the benefit of the professional know- 
ledge of investment experts without additional cost on 
their part. 

The fact that there are persons Ube Zing si nvyestments 


companies simply to promote their own seltish interests 
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should not be used as an argument to minimize the importance 


of investment companies to a healthy economy and for removing 
the preferential tax treatment accorded them. The remedy is 
for the government to closely regulate the operations of in- 
vestment companies. In the Philippines and the United 
States, if the investment company falls under the defini- 
tion of a "personal holding company", the same is also 
subjected to the additional tax on accumulated DLOLLLS 

which is more severe than the ordinary tax on accumulated 
profits. Perhaps, this is another reason why Canada and 
France should impose an additional tax on personal holding 
companies. 

In The Philippines, there are mo special tax benefits 
accorded to investment companies. Considering the impor- 
tance of investment companies, it is suggested that the 
Philippines should legislate on the matter. 

In Canada, France, Philippines, and the United staces, 
banks enjoy certain benefits with respect to the non-inclu- 
sion of certain sums set aside as reserves in computing 
income. However, in France, banks, Mnlikesordinany French 
corporations, are not allowed to claii a NFICtLECLOUS Cre— 


dit" on income withheld at source. 


The preferential treatment accorded banks is justified. 


The maintenance of reserves by banks is necessary for the 


protection of the depositing public. It would be unfair to 
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include in the computation of income the sums set aside as 
reserves because the banks do not make use of the same pro- 
fitably while they are allocated as such. Moreover, no 
economy can long endure without the existence of banks. 
Considering the importance of banks, it is strange that, 
in France, ordinary corporations are treated more favorably 
than banks with respect to the "fictitious credit”. 

In connection with domestic life insurance companies, 
in France, U.S., Philippines, and Canada, said companies 
are accorded benefits with respect to the non-inclusion of 
certain reserves in computing income. In France, Canada, 
and U.S., domestic life insurance companies are subject to 
the same income tax rates applicable to other corporations. 

As a general rule, foreign life insurance corporations 
are treated, for tax purposes, like other ordinary foreign 
corporations in all the countries under comparative analy- 
sis. 

With respect to the different treatment accondedero— 
reign life insurance companies, as compared to domestic 
life insurance companies, the reasons cited in the discus- 
sion relating to domestic and foreign companies are appli- 
cable. 

As to non-life insurance corporations, in general, the 


rules with respect to ordinary corporations apply to them 
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in the United States, Candda, and the Philippines. This 
is the better rule. In France, non-life insurance com- 
panies are treated in the same manner as life insurance 
companies. The French rule should be changed. ines 
is sufficient justification to distinguish between life 
and non-life insurance companies. The tax benefits 
granted to domestic life insurance companies can be 
Justified by the fact that the reserves they maintain 
are required so that they would always be in a financial 
position to comply with their commitments to the insur- 
ing public. The proceeds of life insurance policies 
are, usually, badly needed by those who are left behind 
by the assured, in most instance the breadwinner of the 
famlly, during tie critical period immediately after his 
death. Hence, since the reserves of life insurance 
companies, as compared to non-life insurance companies, 
are being maintained for this very important social 
purpose, it is simply fair that the sums set aside for 
their reserves be mot included in computing income More- 
over, unlike life insurance companies, most non-life 
insurance companies reinsure the risks covered by their 
policies with bigger companies in order to minimize 
their loss in case of unforseen calamities. Conse- 


quently, non-life insurance compnies are in a better 
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429 
position to comply with their commitments to the in- 
string public: 

Unlikesrrance; .Canada, Mand the United States; :in 
the Philippines, domestic mutual non-life insurance 
companies are treated like domestic life insurance 
deductions. This equal treatment is based on the nature 
of “mutual entities" which will be discussed later. 

It should be noted that, in the United States, a 
tax exemption is granted to small mutual insurance 
companies with gross receipts not exceeding SSO ,000F 
There is no similar exemption in the Philippines and 
Canada. In France, the mutual company is exempt from 
tax on income arising from its principal activity 
(insurance) and subject to the lower tax rate of 24% 
on its income from real property, farms and forests, 
and movable capital. Mutual insurance companies are 
organized primarily for the purpose of simply benefiting 
its members or protecting them from specific risks. 
Thus, mutual companies, normally, are prohibited from 
issuing life insurance policies, their managers or 
administrators do not receive any compensation, and 
are required to divide among their members the excess 
of receipts over expenses and required reserves. It 


is suggested that the Philippines and Canada consider the 
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possibility of adopting either the American or French 
system of taxing mutual insurance companies. 

in abGance,. U.S. ,.Philippines, sandsCanada subg ecr (LO 
the fulfillment of certain requirements, the income of 
private educational institutions are not taxable. In the 
Philippines, even if the requirements for exemption are 
not fulfilled, the income of the institution is subject 
toa flat tax rate of only 10%. There is no similar provi- 
sion, regarding the matter in France, Canada, and the United 
ener aes 

In accordance with the precept that a countrycan OnLy 
find fulfillment in the task of nation-building with an 
enlightened citizenry, it is recommended that the favor- 
able treatment accorded private educational institutions 
in the Philippines be adopted by Canada, France, and the 
Un2ted tates: 

The tax systems of France, U.5S., Canada, and the 
Philippines are basically a tax on net income. The tax 
rates are imposed on gross income less the allowable de- 
ductions. There is no difference among the countries 
under analysis in this connection. 

With respect to the allowable deductions from gross 
business income, in Canada, France, the United States, and 


the Philippines, residents and non-residents, regardless 


Stewie then thneyedre citmens on aliens, are entitled to 
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deduct expenditures related to the production of localeine 


come. Thus, despite the difference in the criterion 
utilized for fixing the tax liability of an individual 
between Canada and France, on one hand, and the United 
States and the Philippines, on the other, the UMved mace 
legal effect is the same. 

As to corporations, in France, only domestic or French 
corporations are entitled to deductions. Foreign corpora- 
fions; subject to certain exceptions .involving royalties, 
are not entitled to any deduction. In Canada DOLueres! = 
dent and non-resident corporations are ent1tledetowdeduct 
expense items connected with the production of income from 
local sources. In the United States and the Philippines, 
domestic and resident foreign corporations are emcuielod 
to deduct expenditure related to income arising from 
domestic sources. Only non-resident foreign corporations 
are not entitled to any deduction in the said countries. 

Although one should distinguish between domestic 
and foreign corporations for tax purposes, unless there 
is any other fundamental reason in law, ie is submitted 
that foreign corporations doing business within a sparti- 
cular country should be allowed to deduct expenditures 
connected with the earning of domestic income. In this 


regard, the French treatment of foreign corporations appears 
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to be ill-considered. Nationalism is laudable. But if its 
effect is to create an atmosphae of oppression and thereby 
drive away badly needed foreign investments, its perpetua- 
tion becomes prejudicial to the greater interests of a 
nation. 

As explained earlier, basically, there are two types 
of deductible expense items: the so-called personal 
deductions and the income-connected deductions. Personal 
deductions are mostly available to individuals under 
specific) stacutory, authority. With respect to the tax 
treatment of business income, there is OLIN Ota serent 
that is of particular significance among thes countries 
under analysis pertaining to personal deduction. 

Regarding the concepts and limitations involving 
income-connected deductions, although the numerous tests 
in order to qualify an expense item for deduction, are 
referred to by various terms in the countries under analysis, 
the said terms are actually identical whether in France, 
Canada, the Philippines, and the United States. 

In Canada, the first requirement is referred to as 
the "ordinary principles of commercial trading or accepted 
business practice" test. In the United States and the 
Philippines, it is called the "ordinary and necessary” 


requirement. In France, it is the "interest of the firm 
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andsin connection with the operation” test. 

With respect to the second requirement, in Canada,® it 
is called the "for the purpose of gaining or producing 
income" test. In the United States and the Philippines, 
Eneweounterpart is the "for Garrying out any trade or 
business requirement: “In France, Tt Ts the efor acquiring 
and protecting income" test. 

As to the third requirement, whether in France, “the 
United States, Canada, or the Philippines, the rule is 
simoly that capital expenditures, as distinguished from 
ordinary business expenses, are not deductible. 

It should be noted that, in Canada, there is Sisal 
controversy as Be whether the second and third requirements 
are two separate and independent tests or simply parts of 
the so-called "income-earning process" test. Ta 1s 
suggested that the Supreme Court should immediately resolve 
the question in order to minimize confusion. 

With respect to the test of "reasonableness" in 
Canada, the equivalent in France We tbe OOctr ile OL cnc 
normality of payments. Unlike France and Canada, in the 
United States and the Philippines, the Ped Wet Oe, Oleg eas 
sonableness" is specifically applicable only to expenses 
arising from compensation for services rendered. 


There is no justifiable reason why the requirement of 
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"reasonablehess" in the Philippines and the United States 
should be limited only to expenses arising from compensa- 
tion for services rendered. The Philippines and United 
States should adopt the rule prevailing in France and 
Canada. 

In France, the United States, Philippines and Canada, 
the expenses claimed as deductions must, as a general rule, 
be substantiated. There can be no dispute regarding this 
requirement. 

In the United States and the Philippines, there is 
also the so-called "public policy" requirement. In general, 
the rule states that, if the deduction of an expense 
would be contrary to a declared public policy of the State, 
the same would not be allowed. In France, although the 
concept of "public policy" is not specifically mentioned, 
the tendency is to disallow the deduction of expenses in- 
curred in connection with an illegal activity. However, 
in Canada, the rule is different. The prevailing doctrine 
is that, since income from an illegal activity is taxable, 
the expenses arising therefrom should also be deductible. 

Canada should reconsider its present rule that allows 
the deduction of expenses arising from an illegal aciiwineyi. 
Tt should favor the honest businessman and penalize the 


dishonest by not allowing the deductions of disbursements 
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arising from an illegal activity on grounds of public POLICY. 

In connection with specific deductible or non-deduc-— 
tible items there are certain business expenses involving 
the existence and operation of an enterprise. For purpo- 
ses of this thesis, the said expenses were designated as 
"initial and operational expenses". The expenses discussed 
under this classification were: i) organization expenses; 
ii) compensation for services rendered; ia) rentalsras 2) 
expenses for repairs and maintenance; v) insurance premium 
payments; vi) travel and entertainment expenses; vii) ex- 
penses for business Gifts; vii) Payment, Of fees; and, 

ix) expenses to srestrict competition. 

As to organizational expenses, in France, the business 
firm may opt to deduct them in full in the year they were 
incurred or write them off over a number of years. In _ the 
United States, Canada, and the Philippines, there can be 
no full deduction of the expenses in the year the same were 
@neurred but a write-off of the same over a number of years 
is allowed. 

The French rule regarding organizational expenses is 
better. The most critical years for businessmen are those 
during the initial years of operation. In order to create 
a favorable climate for investment and to assist small 


businessmen, the better policy is to give small enter- 
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preneurs less problems during the early stages of their 
operations. In the long run, this policy would bring more 
revenue to the government because, if the businessmen are 
successful in their ventures, they would be earning more 
proLits: The direct consequence, of course, is more taxes 
for the government to selec. 

In France and Canada, expense to restrict competition 
are, subject to certain exceptions, allowed as Ate lana. 
In the Philippines and the United States, the said expenses 
are considered as capital outlays and are not allowed as 
deductions. It is submitted that the better rule is the 
one obtaining in Canada and France. The nature of the 
expense to restrict competition should be analysed. If 
the expense is for the purpose of acquiring a business, it 
is definitely an acquisition of a capital asset. Hence, 
the deduction of the expense should not be allowed. How- 
ever, if the expense is simply for the purpose of adopting 
=a scheme to increase the chances of the taxpayer to earn 
more income or to survive competition, themdeduceLoneore tie 
expense in question should be allowed. 

Regarding compensation for services rendered, unlike 
the United States, the Philippines, and Canada, in France, 
additional tax penalties are imposed upon corporations FOr 


Failure to disclose the identity Ob FeéCcipients of the 
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compensations paid and claimed as deduction. The imposi- 
tion of the additional tax penalties in France appears to 
be too severe. The disallowance of the deduction is already 
sufficient punishment for the failure to disclose the 
tdentity@ of the recipient. Indeed, the compensation paid 
should not be allowed as a deduction because 2f thefailure 
of the taxpayer to substantiate his claim. The fact that 
the unknown recipient might excape income taxation has 
nothing to do with the problem of deductions. Besides, the 
amount of compensation of the unknown recipient can be 
traced by means of the net-worth method of assessment and 
other tax evasion safeguards. 

In France, the Philippines, and the United States, 
disbursements for premiums on insurance taken on the life 
of employees are, except when the proceeds are payable to 
the employer, deductible from gross income. In Canada, 
expenses for insurance premiums are deductible only when 
the insurance is in the nature of a retirement saving plan. 
It is submitted that the Canadian rule should be changed- 
In accordance with the general principles on deductibility, 
the premium payments are clearly deductible. 

With respect to the other items falling under the 
classification "initial and operating expenses", the same 


are generally considered as deductible whether in France, 
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Canada, Philippines, or the United States. 

As to the deductibility and the treatment of expenses 
pertaining to retirement and other employee benefits, 
subject to minor differences, the applicaHe rules are simi- 
Janet ikcance, ULSt, Philippines, and Canada. The said 
items are all deductible from business income. 

With ‘respect to the deductibility of bad debts, un- 
like France and Canada, in the United States and the 
Philippines, non-business bad debts are deductible from 
business income. The reason for the difference can again 
be traced to the fact that, in the Philippines and the 
United States, income is not categorized. 

In the United States and the Philippines, to be 
deductible, there is no requirement that the interest paid 
shoula arise from an indebtedness related to the taxpayer's 
trade or business. In France and Canada, the indebtedness 
mes be related to the business or trade of the taxpayer. 
The reason for the difference is the same as that with 
respect to the deductibility of bad debts. 

In connection with the deductibility of bad debts and 
interest payments, the rule in the United States and the 
Philippines is more realistic and reasonable. Considering 
the truism that without, any financing or capital; NO man 


could engage in business, the lending and borrowing activi- 
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ties of ‘che taxpayer should not be dissociated with his 


business activity. Indeed, the lending and borrowing acti- 
VitLes* oftany  =personsaffectsshis (total financial position 
and, most likely, also, the conduct of his business. The 
correctness of this view is more emphasized when we consider 
the travails of the small businessmen. By allowing them to 
deduct non-business bad debts and interest payments arising 
from transactions not related to their business, the 

State would be maximizing theirchances of vaulting over the 
"break-even" stage of their business operations. it 

cannot be disputed that this would redound to the benefit 
of the economy and the nation. Of course, eee a not be 
said that the State would also be collecting more taxes 
because of the resulting prosperity. 

In connection with dividend distributions, in France, 
Canada, Philippines, and the United States, corporations 
are not allowed to deduct it in computing income. However, 
in France, dividends paid on new shares, issued at the or- 
Gan vzation sor sa new corporation or om an increase of Gapital 
of an existing corporation, if the sums Daldein, Lom the 
share are used in connectim with plans for modernization, 
are deductible. The deduction allowed in France with res- 
pect to dividends paid on new shares is a good way of 


attracting investments and achieving modernization in 
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fin France, except for dividends received by parent 
holding companies from subsidiaries as previously discussed, 
there is no tax exemption for dividends received by a cor- 
poration from other corporations. In the United States 
and the Philippines, the exemption is limited to 85% and 
EEGs ie epee of the amount of the dividends received. 
In Canada, the exemption is for the full amount of the 
dividends received. 

Poance, the United ‘States, and the Phivippines should 
follow the Canadian example regarding the full exemption 
from income taxation of amounts received as dividends by a 
GCOonrporatiom from enother Corporation. “Triple texation of 
the same income is simply too much. 

As a general rule, in the United States, Canada, 
Pretippines;, and France, charitable contributions are de— 
duetiple"onlye up to the extent of a Certain “amount. How- 
everyeine thes Phitippines charitable donations ‘to Certain 
agencies are, in accordance with special laws, deductible 
A Se hei bl las HEPA Ser. in eter ht. charitable contributions 
directly beneriting @ business firm or 1Cs employees are 
fully deductible. It is submitted that, with respect to 
the deductibility Of Charitable COneribubions, the French 
rule allowing the deduction in full if the contribution 


directly benefits the firm or its employees is the best. 
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If contributions of the employer to pension or retirement 
Dlanssare, deductible un) Canada, the United States, sandetihe 
Philippines, there is no reason why charitable contributions 
directly benefiting the employees of the donor should not 
be deductible in full. Likewise, there is no denying that 
charitable contributions are usually made because of busi- 
ness reasons rather than sheer benevolence. Why then should 
the full deduction of a charitable contribution be denied 
if it was incurred for thepurpose of earning income and 
directy benefits the donor? 

In the Unitéd States and Canada, subject to certain 
conditions, research and experimental expenditures are 
deductible in. full. In. Prance, 1£ the same, 1sjan, ordinary 
business expense, there is also no limit to the amount 
deductible. In the Philippines, there are no provisions 
in the NIRC pertaining to research and experimental ex- 
penditures of business enterprises. Nevertheless, the same 
could be deducted in full if it qualifies as an ordinary 
business expense. It should be noted that in Canada and 
the United States, research and experimental expenditures 
can be treated either as current expenses or be capitalized. 
This rule should be adopted in France and the Philippines 


in order to lessen the burden of businessmen during diffi- 


cult times. 
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In connection with ordinary .losses, the same are, 
subject to certain requirements deductible in Canada, France, 
Unites otates,, and the Philippines. Capital losses ave=noe 
deductible in Canada. “In™=the Philippines, Uro., and France, 
Capital losses are, ordinarily, deductible from capital 
Gams. 1 che United States, capital Wosses™=ane, ~co a 
limited degree, deductible from ordinary gains. The rule 
DEcVaalinge an the United States is "a good ones = *iruly, “a 
Wess, "whether ordinary or™of a Capital nature, 18° a loss 
wher arrects=sthe financral stabilaty™or the=taxpayer. 

ire France! U.S.) Candd@a,’ and’ the? Philippines? *deduc-— 
tions are allowed for depletion. However, there are certain 
differences in the manner of calculating the depletion 
allowance. In the United States and France, the allowances 
could either be a cost depletion allowance or a percentage 
deoletion aiilowance. pinesthe Philippines, the allowance is 
only a percentage depletion allowance and midnecanaday. uc 
allowance is a cost depletion allowance. 

The manner of calculating the depletion allowance in 
France and the United States is better than those La 
Canada and the Philippines. The reason is simply because, 
in France and the United States, the taxpayer is given two 
choices regarding the manner he wants his)taxeliabilaty, 


to be ascertained in connection with depletions_linge this 
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manner, the taxpayer has less grounds to complain about the 
heavy burdens of taxation. 

In connection with taxes, dominion (federal or 
national) income taxes paid by business enterprises in 
GCanedayeUSS 7, oFrance,/or the Philippines are not deductible 
from income. However, payments with respect to other forms 
ore taxes are, as a general rule, deductible. In France 
anceCanadamhbueiness enterprises: are nobventit ledwtorcredit 
on foreign taxes paid. Nevertheless, the same are deduc- 
tible from business income. In the United States and the 
Philippines; the tax payments are either deductibleror cre- 
Gimabple ab the Option of “the taxpayer. As Praca 
before, a tax credit is more beneficial to the taxpayer 
when compared to a mere tax deduction. "ls cne taxpayers) OF 
other countries are entitled to the benefits of a tax 
Credit, there 1s no reason why Canadian and French taxpay- 
ers should be denied the same. It is suggested that Canada 
and France should incorporate the appropriate provision 
in this regard in their respective tax codes. 

As to depreciation of capital assets, in the United 
States and the Philippines, any reasonable and consistently 
applied method of computing depreciation Poms r rome te 
In France, in accordance with the CGI, the @eclining-ba- 


lance system must be used for depreciating machinery and 
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equipment. With respect to buildings, subject to certain 
exceptions to encourage investments and the tourism indus- 
try, only the straight-line depreciation system may be used. 
In Canada, in accordance with the ITA, subject to some 
minor exceptions, only the capital cost allowance method 
may be used. 

The Canadian method of depreciation is the most 
practical and realistic, Indeed, it is very difficult to 
estimate the decrease in value of a capital asset on the 
basis of use, exhaustion, or obsolescense. Thus, it is 
better to compute depreciation on the basis of its cost 
and the nature of the asset. 

The "recapture provision" under Canadian and American 
taxing statutes should also be incorporatedsi nthe -.es— 
pective tax codes of France and the Philippines. The 
paitonale behind ities correct.) serancesandgthes Pin lao pines 
have been losing a lot of revenue because of the absence 
of this "recapture provision". 

Regarding the amortization of iincband blew capa.tas: 
assets, except as to the Lengihsor yebe period of amorti- 
zation allowable, there is barely any difference with res- 
pectmto) the cules prevailing in France, U.S., Canada, and 


the Philippines. 


Finally, with respect to the treatment of net loss 
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from operations, in the Philippines, in general, losses 
cannot be carried forward or backward. However, as an in- 
vestment incentive, certain enterprises are allowed to 
carry forward losses incurred within the first ten years 
of operation of the enterprise claiming the deduction. 

In the United States and Canada, business losses may 
bewecarried forward and backward. “With respect to the ques-— 
tion as to how far back or forward losses may be carried, 
bhesUnited=“States is more!) liberal than "Canada. However? *in 
the United States the carry forward and backward privilege 
is applicable only to corporate taxpayers. In Canada, it 
is applicable to both corporate and non-corporate taxpa-— 
yers. 

In France, losses can only be carried forward and the 
privilege is accorded to both corporate and non-corporate 
taxpayers. 

The Philippines should amend the NIRC by allowing the 
taxpayers to, at least, carry forwar d@their Vlesses™inres— 
pective of whether or not an enterprise is registered with 
the Board of Investments to lessen the tax burden of 
Filipino businessmen. There is fo fundamental reason why 
the Philippines should deny to Filipino enterpreneurs a 
privilege granted by other countries to their businessmen. 


By allowing businessmen to carry forward their losses, they 
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would be in a better position to finance their businesses 
and earn more profits. The end-result would be more taxes 
being paid to the government . 

Viewed ingthe, Wight ofa. jthesforegoing, -Lt ismclicar 
that subject «to certain minom exceptions, there is ne 
difference between the tax treatment of business income in 
the United States and the Philippines. 

It cannot be denied that there are numerous differences 
with respect to the concepts utilized among the countries 
under comparative analysis in connection with the treatment 
of business income. However, despite the divergence in 
concepts, the ultimate tax consequences in almost all 
situations are nearly similar, if not identical. 

In connection with the guestion as to which among the 
countries under comparative analysis has the best system 
of taxing business income, it should be noted  Jthatene 
methods of business income taxation in France, Canada, the 
Unites States, and the Philippines are all based on the 
principle of ability to pay, as distinguished from the 
benefits-received doctrine. 

Economist Adam Smith in his "Wealth of Nations" 
mentioned three standards that must be observed in levying 
a tax in accordance with th "ability-to-pay" doctrine, 


as follows: 1) Certainty. "The tax which each individual 
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is to pay ought to be certain and not arbitrary. The time 
of payment, the manner of payment, the quantity to be paid, 
Sugmer alm towberclearlLandeplaim-: tosthe contri butter, ands to 
every other person." 2) Convenience, UEvery tax ought te 
be levied at the time or in the manner, in which it is most 
likely. tosjbe: convenient efor, thescontributor tospay ato 
3) Efficiency or economy. "Every tax ought to be contrived 
as both to take out and to keep out of the pockets of the 
people as little as possible, over and above what it 
brings Antopthe public treasury of the state. © 

It is respectfully submitted that, although there are 
differences in the concepts and methods utilized, all the 
countries under comparative analysis, subject to the 
recommendations and suggestions herein made, can rightfully 
claim that their respective tax treatment of business 
income is in accordance with the standards laid down by 


Adam Somisc hi. 
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FOOTNOTES 


CHA PTE. L 


United States will, at times, be referred to as U.S. 
ee Le mwOisia. 


The French Tax Code is called the Code General des 


MmpOsts. sin this sthesis) Celewiliv sar times, be 
USeCerOmbeLrer EOmEt, 


The American Tax Code is known as the Internal Revenue 
Code of 1954, as amended. Here, we will, most of the 
tomes rerer COM acm IRC: 


The Philippine Tax Code is known as the National 
Internal Revenue Code of 1939, as amended. In this 
WOE MENIRG will, at times, be used to refer to 11. 


The Canadian Income Tax Act will, at times, be referred 
to as ITA. 


Perry, Taxation in Canada, 45 (Bcdpbd. Loew) 
ug. 
CHAPTER II 


Tax and Trade Guide: France, Arthur Anderson & Co., 
Sm GRO Gk je 


Id. 

Taxation in France, World Tax Series, Harvard Law 
School international Tax Program, Commerce Clearing 
House = luce. i712 (1966). 


In case of French citizens, all his interests, not 
only his economic interests are considered. This can 
be gleaned from a reading of C.E. 11 March 1964, No. 
55,305" Sere? 7 December 1960, No. 45,310; Bnd), Geli 
Da Apet! Lo5e, No. 27 792m 6Ceenal so Taxation in 
France, supra at Os 


id. 
1d. 
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C.E. 20 December 1937, No. Bye seer 


Taxation in the United States, World Tax Series, Harvard 
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Law School International Tax Program, Commerce 
€Vearing House, Inc. , 347 (1963). 


Td. 
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BIAmCASeRNOVeLG IU une B25, B25 52 


LaBrie, The Principles of Canadaan Income Taxation, 
13 CLI6E)s. 


bOsDaT.Ce 43878 (Apps Bale 

peo Olee Es. COR. 91. 49) De Can oo 

[1946], S.C.R. 209, 2 D,M™c. 812. 

(ool) sbae CaRnses26y 62 Dal.C. 1225. 

Perry, slaxationsingCanada, 46 (2rd EdvakIGl me 

With respect to the Philippines and the United States, 
the term "resident citizen" is not accurately used 


because the terms "resident" and "non-resident" apply 
only tocalises. 


Taxation in France, supra n. 3 at 708, 713. 


Taxation in the United States, supra n. 9 at 358 
Reapraie supra n. 16 at ice 


CGimLABpEr cles 164-1. 


Taxation in the United States, Supra Nn. CP eee Sheek 


NRG, section 21° 


As to the United States and the Phidippines, Che term 
"non-resident citizen" is not accurately used because 
the terms "resident" and "non-resident" apply only to 
aliens. 


Taxation in France, supra Nn. a} shee WP sis, 
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lasallone ini the Unitedestates, ssupra mon at) 35k 


Eighteenth Report of the Standing Committee on Finance, 
Trade, and Economic Affairs Respecting the White Paper 


on Tax Reform, House of Commons, Second Session, 28th 
Panlvement; at 895761970). 


Under the family-quotient system, the aggregate 

family income is divided into parts, the number of 
Dalkitceancreacsingeroughilyain, propertion to the number 

of members in the family unit irrespective of whether 
or not the same members earn income. The total tax 

due from the head of the household is determined by 
eomputing the tax due on one part, and multiplying this 
amount by the total number of parts. See also CGI, 
Aweveles 193; 194. inne 
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Rada vs Commissioner, 10) ToC. 273 (1948) eared ier. 
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Von Bumback v. Sargent Land Co., 242 U.S. 503 (GLOW 7e, 
Byes Cts ZOU as Li) Eds44607 


Pinchoulyv. Commussioner, 13 5F2 20 7138 (1940)- 


MeCodcha we wiineh ls Sb RRS, pyeher cbssce. Asis, Cub H Wea) y, 
Bomcen Cie. 198857 LL. Ed. 842° 


Investors' Mortgage Security Co., P-H 19425 Tyce Memo 
Decunpar e4 570227 029T. CeMomAS (1945). 


Linen Thread Co. Vv. Commissioner, 14 T.C. 725 (1950). 
SPOR UIGE ION G@IO44 \yeG5SSaNCt. Lol, MSo.LS Bd. eii3- 


European Naval Stores Co., Supra Nn. Bike 
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